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Part  A — Executive  Summary 

1.  The  role  of  competition  in  the  sup¬ 
ply  of  telecommunications  services  to  the 
American  public  is  a  subject  of  current 
national  debate.  Competition  has  long 
existed  in  varying  degrees  and  in  various 
sections  of  the  U.S.  telecommunications 
industry.  For  example,  Western  Union 
and  AT&T  have  long  competed  in  sup¬ 
plying  domestic  private  line  services  for 
government  and  Industry;  the  interna¬ 
tional  record  carriers  (RCA.  WUI,  ITT, 
TRT,  and  several  smaller  firms)  com¬ 
pete  in  the  provision  of  international 
record  (Telegram  and  telex)  and  private 
line  services;  some  500  radio  common 
carriers  compete  with  the  telephone  in¬ 
dustry  in  providing  mobile  telephone  and 
paging  services;  and  many  independent 
manufactiu'ers  compete  in  the  supply  of 
equipment  to  the  telephone  industry  as 
well  as  to  individual  consumers.  How¬ 
ever,  the  current  controversy  centers  on 
recent  actions  by  the  FCC  and  courts 
which  have  expanded  the  opportunities 
for  private  line  competition  and  for  cus¬ 
tomer-ownership  and  use  of  terminal 
devices. 

2.  In  opposing  these  FCC  and  court  ac¬ 
tions,  the  established  telephone  industry 
argues  that  there  are  “economies  of 
scale”  and  other  factors  in  the  supply 
of  U.S.  telecommunications  services 
which  cause  this  entire  market  sector 
to  be  a  “natural  monopoly”;  that  in  this 
situation  competition  will  only  result  in 
w'asteful  duplication  of  facilities,  impair¬ 
ment  of  the  technical  and  operational 
integrity  of  the  domestic  communica¬ 


tions  network,  and  other  ineflaciencies. 
The  telephone  industry  further  contends 
that  so-called  “specialized”  services  such 
as  private  line  service  and  terminal 
equipment  leasing  presently  generate 
revenues  substantially  in  excess  of  their 
direct  costs,  which  help  to  defray  over¬ 
all  system  costs  and  thus  to  maintain 
low  rates  for  basic  telephone  services; 
and  that  any  loss  of  this  business  to  com¬ 
petitive  suppliers  will  inevitably  result  in 
higher  rates  for  basic  telephone  services. 

3.  This  proceeding,  Do<±et  20003,  was 
instituted  as  a  broad  faet-findlng  inves¬ 
tigation  into  the  economle  effects  and 
interactions  of  several  telecommunica¬ 
tions  industry  and  regulatory  policies 
and  practices.  In  particular,  we  are  ex¬ 
amining  the  economic  effects  of  compe¬ 
tition  In  the  private  line  and  terminal 
equipment  markets,  of  present  pro¬ 
cedures  for  segmenting  intrastate  and 
interstate  costs  and  pevenues,  and  of 
present  rate  structures  for  local  tele¬ 
phone  services.  In  this,  the  Initial  phase 
of  our  investigation,  two  fundamental 
questions  of  immediate  concern  have 
been  addressed:  (1)  Whether  the  exist¬ 
ence  of  competition  in  the  market  for 
private  line  services  and  terminal  equip¬ 
ment  either  has  caused  or  is  likely  to 
cause  a  significant  loss  of  revenues  by 
the  telephone  industry,  or  an  increase  in 
basic  telephone  rates;  and  (2)  Whether 
the  beneficial  cross-subsidies  claimed 
by  the  telephone  Industry  do  in  fact 
exist,  and  if  so  whether  they  will  be  ad¬ 
versely  affected  by  the  presence  of  com¬ 
petition  in  the  private  line  and  terminal 
equipment  markets. 

4.  In  this  proceeding,  interested  par¬ 
ties  have  been  afforded  ample  oppor¬ 
tunity  to  submit  their  views,  comments, 
studies,  or  other  information  concerning 
these  major  issues  as  weh  as  numerous 
subsidiary  topics.  The  Ctxninission’s  staff, 
aided  by  an  independent  economics  con¬ 
sulting  firm,  has  examined  these  filings 
in  great  detail,  as  well  as  other  relevant 
data  in  the  public  record.  The  following 
observations  represent  a  distillation  of 
our  findings.  For  a  more  comprehensive 
analysis  of  each  item,  reference  is  made 
to  the  main  text  and,  or  the  report  of 
the  consulting  firm. 

5.  First,  we  are  compelled  to  express 
our  disappointment  with  the  overall 
d^th  and  quality  of  the  comments  and 
studies  submitted.  Considering  the  im¬ 
portance  of  these  issues  to  the  American 
public,  the  strong  views  expressed  by 
some  of  the  parties,  and  the  length  of 
time  allowed  for  preparation,  we  ex¬ 
pected  comprehensive  economic  analyses 
complete  with  substantial  documenta¬ 
tion.  Instead,  as  is  elaborated  more  fully 
in  the  main  text,  we  received  primarily 
a  reiteration  of  previous  views  together 
with  various  reports  of  fragmentary 
studies,  and  very  little  supporting  docu¬ 
mentation.  Accordingly,  we  find  that 
these  comments  raise  a  far  greater  num¬ 
ber  of  questions  than  they  resolve.  Nev¬ 
ertheless.  we  believe  that  suflBcient  evi¬ 
dence  exists  to  enable  us  to  arrive  at  some 
initial  conclusions  which  will  be  valid 
for  the  foreseeable  future,  while  we  and 
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others  pursue  these  issues  with  greater 
rigor  and  nuHre  factual  information. 

6.  The  first  question  we  address  is 
whether  competition  has  had  any  adverse 
impact,  to  date,  on  telephone  industry 
revenues  or  basic  telephone  rates.  To  an¬ 
swer  this  question,  we  have  reviewed  very 
carefully  the  revenue  and  earnings  re¬ 
ports  of  the  telephone  industry  and  its 
competitors  for  the  past  several  years — 
up  to  and  including  the  most  recent 
quarterly  stockholders  reports — as  well 
as  the  supporting  arguments  presented 
in  recent  rate  increases  proposals  for 
both  intrastate  and  Interstate  services. 
We  find  that  the  telephone  industry — in¬ 
cluding  both  Bell  and  the  independent 
telephone  companies — ^have  been  expe¬ 
riencing  a  period  of  record  growth  in 
revenues  and  earnings,  even  despite  the 
recent  inflationary  and  recessionary 
trends  in  the  economy.  During  the  sec¬ 
ond  quarter  of  1976,  operating  revenues 
for  those  companies  representing  more 
than  95  percent  of  the  hidustry  were  up 
11-18  percent  over  the  same  quarter  in 
1975 — an  amoimt  tjrpical  of  the  past  sev¬ 
eral  years.  For  the  same  period,  net  in¬ 
come  was  up  12-22  percent  over  the  cor¬ 
responding  1975  results  while  earnings 
per  share  were  up  15-20  percent.  Fur¬ 
thermore,  the  telephone  companies  domi¬ 
nate  the  Industry  by  a  wide  margin — re¬ 
ceiving  $35.1  billion,  or  about  97  percent 
of  total  Industry  revenues,  in  1975.  Even 
in  the  private  line  and  terminal  equip¬ 
ment  markets — the  only  areas  open  to 
competition — ^the  telephone  industry  re¬ 
ceived  $4.1  billion,  or  95.5  percent  as 
compart  with  $194  million,  or  4.5  per¬ 
cent  for  the  competitive  industry.  Based 
on  these  absolute  differences,  as  well  as 
recent  comparative  growth  trends,  we 
are  confident  that  the  telephone  indus¬ 
try  will  continue  to  dominate  its  com¬ 
petitors — even  in  the  competitive  mar¬ 
kets — ^by  increasing  margins.  Further¬ 
more,  there  is  general  agreement  among 
all  the  comments  and  studies  we  have 
received  that  competition  has  had  little, 
if  any,  adverse  Impact  on  telephone  in¬ 
dustry  revenues  or  local  telephone  rates 
to  date.  Of  some  14  intrastate  and  inter¬ 
state  rate  increase  requests  studied, 
either  granted  during  1975  or  currently 
pending,  not  one  cites  the  existence  of 
competition  as  a  significant  factor, 

7.  Despite  the  absence  of  evidence  that 
competition  has  resulted  in  any  adverse 
economic  impact  thus  far,  the  telephone 
industry  claims  that  there  will  be  a  sub¬ 
stantial  impact  in  the  future.  This  im¬ 
pact  will  occur,  it  is  alleged,  through  a 
combination  of  two  basic  processes :  con¬ 
tribution  losses  and  jurisdictional  sepa¬ 
rations  effects.  We  address  each  of  these 
issues  separately. 

CONTRIBUTION  LOSS 

8.  According  to  the  “contribution  loss” 
argument,  certain  telecommunications 
services  have  historically  been  priced  so 
as  to  yield  revenues  which  substantially 
exceed  their  costs,  in  order  that  other 
services  could  be  priced  at  levels  lower 
than  would  otherwise  be  possible.  It  is 
argued  that  if  the  overprice  services  are 
lost  to  competition,  or  even  if  their  price 


is  lowered  in  response  to  competition,  the 
price  for  historically  underpriced  services 
will  have  to  be  raised.  A  somewhat  differ¬ 
ent  variation  of  this  same  argument  is 
that  all  services  must  contribute  a  cer¬ 
tain  amount  of  revenues  in  excess  of  their 
directly  attributable  costs,  in  order  to 
cover  unattributed  joint  common  costs  of 
operation;  thus  any  reduction  in  reve¬ 
nues  from  one  service  (e.g.  due  to  com¬ 
petitive  losses  or  pricing  responses  to 
competition)  must  be  made  up  through 
increased  revenues  (and  thus  rates)  from 
other  services. 

9.  There  is  little  doubt  that  certain 
services  and/or  customers  of  a  large 
multi-service  operation  such  as  the  tele¬ 
phone  industry  may  contribute  somewhat 
more  than  enough  to  pay  for  their  serv¬ 
ice,  while  others  may  contribute  some¬ 
what  less.  Such  a  result  is  perhaps  in¬ 
evitable.  The  matter  to  be  resolved  in  the 
present  instance,  however,  is  which  serv¬ 
ices  or  customers  are  the  beneficiaries  of 
such  pricing  practices,  and  which  are  the 
“donors”?;  and  what  specific  effect  could 
competition  in  the  private  line  and  ter¬ 
minal  equipment  markets  have  on  these 
relationships?  Specifically,  we  should  like 
to  determine  whether  those  particular 
services  now  subject  to  competition  are 
currently  providing  any  real  contribu¬ 
tion — i.e.  revenues  in  excess  of  the  total 
cost  of  providing  such  services — and 
whether  and  to  what  extent  that  is  likely 
to  be  affected  in  the  future  by  the  exist¬ 
ence  of  competition. 

10.  In  its  Embedded  Direct  Cost  (EDC) 
studies,  AT&T  attempts  to  demonstrate 
that  local  rates  could  be  increased  as 
much  at  70%  or  more  if  the  presence  of 
competition  were  to  cause  the  elimina¬ 
tion  of  all  revenue  “contribution”  above 
directly  assigned  costs  for  its  interstate 
and  intrastate  (other  than  basic  ex¬ 
change)  services.  If  there  were  even  a 
remote  possibility  that  presently  au¬ 
thorized  competition  could  have  an  im¬ 
pact  of  this  magnitude,  this  would  of 
course  be  a  matter  for  serious  concern. 
However,  as  we  discuss  fully  in  paras. 
126-138  of  the  main  report.  Bell’s  anal¬ 
ysis  is  so  flawed  as  to  its  underlying  as¬ 
sumptions,  data,  and  computational 
methods  that  it  is  incapable  of  demon¬ 
strating  that  the  revenues  from  com¬ 
petitive  services 'even  cover  their  costs — 
much  less  that  they  are  making  any  real 
contribution  toward  covering  the  cost  of 
basic  telephone  services,  or  that  their 
loss  to  competitors  is  either  likely  or  that 
this  would  result  in  any  increase  in  basic 
telephone  rates  if  it  occured.  Indeed,  an 
analysis  of  Bell’s  data  by  T+E  shows 
that  basic  telephone  services  are  them¬ 
selves  contributing  more  than  theij:  pro¬ 
portionate  share  of  revenues  toward 
covering  joint  and  common  costs  of 
operation,  and  may  thus  be  helping  to 
support  (i.e.  subsidizing)  competitive 
services — a  conclusion  not  milike  study 
results  before  several  State  regulatory 
commissions  (e.g.  New  York,  Massachu¬ 
setts,  and  Vermont)  in  recent  rate  pro¬ 
ceedings.  If  this  were  indeed  to  prove 
true,  the  rates  for  basic  telephone  service 
could  be  lowered  if  the  telephone  in¬ 
dustry  were  to  lose  business  in  the  com¬ 
petitive  markets. 


11.  In  its  EDC  analysis.  Bell  simply 
attempts  to  show  the  amount  by  which 
the  revenues  for  each  of  three  broad  cat¬ 
egories  of  service — Local  Telephone,  In¬ 
trastate,  and  Interstate — exceed  what 
Bell  terms  their  embedded  direct  costs. 
These  costs  are  the  historical  expenses 
which  Bell  considers  to  be  readily  as¬ 
signable  to  these  service  categories — and 
represent  some  57  percent  of  Bell’s  total 
costs  of  operation.  The  remaining  43 
percent  of  total  costs  are  considered  by 
Bell  to  be  joint  and  common  costs,  not 
allocable  to  particular  service  categories. 
Each  service  is  considered  to  make  a  con¬ 
tribution  toward  covering  these  joint  and 
common  costs  which  is  equal  to  the  ex¬ 
cess  of  revenues  over  embedded  direct 
costs;  and  any  reduction  in  revenues  for 
a  particular  service  category  is  said  to 
represent  a  loss  in  contribution.  We  note, 
however,  that  this  concept  of  “contribu¬ 
tion”  is  quite  different  from  the  normal 
interpretation  of  that  term.  Bell’s  contri¬ 
bution  does  not  signify  an  excess  of  reve¬ 
nues  over  total  costs  (e.g.  profit),  but 
merely  an  excess  of  total  revenues  over 
some  costs,  i.e.  those  which  Bell  con¬ 
siders  readily  assignable  to  specific  serv¬ 
ice  categories.  Since  this  includes  only 
57  percent  of  total  costs,  each  service 
category  is  bound  to  make  a  “contribu¬ 
tion”,  irrespective  of  whether  its  total 
revenues  exceed  its  total  costs  (includ¬ 
ing  that  portion  of  the  43  percent  in  joint 
and  common  costs  which  may  be  prop¬ 
erly  allowable  to  the  service  category  in 
question) .  Indeed,  each  service  category 
defined  by  Bell  does  make  a  substantial 
“contribution”. in  this  sense,  with  local 
telephone  service  incidentally  making 
the  largest  proportionate  “contribution.” 
But  whether  one  or  another  of  these 
categories  makes  a  real  contribution — 
i.e.,  an  excess  of  its  total  revenues  over 
its  total  costs — and  thus  helps  subsidize 
other  services  is  indeterminant  from  this 
analysis. 

12.  In  addition  to  this  basic  deficiency, 
we  note  also  that  Bell  has  not  separated 
monopoly  from  competitive  services  in 
structuring  its  service  categories — al¬ 
though  this  is  clearly  required  if  one 
wishes  to  develop  any  analysis  concern¬ 
ing  the  effects  of  competition.  For  exam¬ 
ple,  the  “interstate”  category  includes 
the  two  long  distance  monopoly  services 
(MTS  and  WATS)  which  together  pro¬ 
vided  some  $9.2  billion  in  annual  reve¬ 
nues  in  1975,  plus  the  competitive  inter¬ 
state  private  line  service  which  account¬ 
ed  for  only  $1.0  billion  in  revenue.  Simi¬ 
larly,  the  “Intrastate”  category  includes 
statewide  long  distance  monopoly  tele¬ 
phone  services  (MTS  and  WATS),  intra¬ 
state  private  line  services  (also  a  monop¬ 
oly  in  most  states).  Yellow  Pages,  and  a 
variety  of  miscellaneous  monopoly  serv¬ 
ices  in  addition  to  the  competitive  termi¬ 
nal  equipment  market.  In  1975,  the  in¬ 
trastate  monopoly  services  provided  $6.9 
billion  in  revenues  while  the  competitive 
terminal  equipment  market  produced 
$3.1  billion.  ’Thus  the  effect  of  competi¬ 
tion  on  “contributions”,  even  as  defined 
by  Bell,  simply  could  not  be  ascertained 
using  Bell’s  aggregated  cost  and  revenue 
data.  For  a  more  complete  review  and 
analysis  of  the  many  flaws  in  Bell’s  EDC 
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Study,  see  paras.  126-138  of  the  main  re¬ 
port  and  pp.  3-44  of  Deliverable  G  of  the 
T&E  report. 

13.  The  United  States  Independent 
Telephone  Association  (USITA)  has  sub- 
mitt^  the  results  of  a  study  prepared  for 
it  by  Systems  Applications,  Inc.  (SAD,  a 
consulting  firm.  This  study  concludes 
that  terminal  equipment  competition  has 
had  no  significant  effect  on  telephone  in¬ 
dustry  revenues  or  basic  telephone  rates 
to  date,  but  that  terminal  equiimient 
provides  a  significant  “contribution” 
within  the  independent  telephone  indus¬ 
try,  much  of  w’hich  will  be  lost  by  1985 
due  to  competition.  Specifically,  SAI 
forecasts  that  this  annual  “contribution 
loss”  will  increase  from  $7.7  million  in 
1975  to  $295.6  million  in  1985  for  the  in- 
dep>endent  telephone  industry. 

14.  Both  we  and  our  contractors  have 
discovered  major  fiaws  in  the  SAI  study 
W'hich  invalidate  its  conclusions.  First,  we 
note  that  in  calculating  “contribution”, 
SAI  has  throughout  inrluded  amounts 
received  through  the  toll  settlement 
process  as  w^ell  as  direct  lease  revenues. 
As  the  New  York  PSC  has  correctly  ob¬ 
served  in  conducting  its  analysis  of  con¬ 
tribution,  the  existence  and  amount  of 
such  toll  settlements  are  a  fimction  of 
the  regulatory  policy  to  subsidize  basic 
and  intrastate  services  and  do  not  derive 
from  the  alleged  pricing  of  termi^ 
equipment  in  excess  of  term^l  eqmp- 
ment  costs  (direct  contribution).  Since 
SAI  has  not  disaggregated  ite  “contribu¬ 
tion”  results  into  direct  and  indirect  (i.e., 
toll  separations)  contributions  we  have 
no  means  for  determining  how  large  an 
effect  this  correction  would  have. 

15.  Other  major  deficiencies  m  the  SAi 
study  are  the  failure  either  to  identify 
or  justify  the  cost  allocation  method 
used;  use  of  questionable  and  unneces¬ 
sary  present  value  and  annuity  compu¬ 
tational  methods;  and  the  use  of 
Informal  survey  techniques,  whose  re- 
liablli^  was  not  determined,  in  ^tab- 
1<shir>g  very  high  growth  rates  for  inter¬ 
connect  market  penetration.  Because  <)f 
these  deficiencies,  we  conclude  that  SAI’s 
final  results  are  invalid  both  as  to  the 
existence  and  level  of  present  contribu¬ 
tions  and  the  potential  for  future  con¬ 
tribution  losses.  Moreover,  our  own 
anal3^is  of  SAI’s  historical  data — though 
necessarily  limited  due  to  deficiencies  in 
the  data  base — indicates  that  direct 
revenues  for  terminal  equipment  may 
not  be  covering  the  full  cost  thereof,  and 
that  any  finding  of  contribution  may  re¬ 
sult  solely  from  the  improper  attribution 
of  toll  settlement  revenues  to  terminal 
equipment  previously  referred  to. 

16.  Other  studies  purporting  to  demon¬ 
strate  that  terminal  equipment  now 
provides  a  significant  contribution  and 
that  significant  contribution  losses  will 
result  from  competition  have  been  filed 
by  the  Continental  Telephone  Company 
(CTTC),  General  Telephone  and  Elec¬ 
tronics  (GTE),  United  Telephone  Sys¬ 
tems  (UTS) ,  the  National  Association  of 
Regulatory  Utility  Commissioners 
(NARUC),  and  others.  These  filing, 
which  are  analyzed  in  detail  in  the  main 
report,  were  found  to  contain  the  same  or 


similar  fiaws  in  data,  assumptions,  and 
methodology  as  noted  with  respect  to  the 
AT&T  and  USITA  studies. 

17.  The  New  York  Public  Service  Com¬ 
mission,  in  connection  with  a  recent  rate 
proceeding  in  that  state,  has  conducted 
a  study  explicitly  designed  to  determine 
whether  the  revenues  received  by  the 
New  York  Telephone  Company  for  termi¬ 
nal  equipment  leasing  exceed  the  costs 
incurred  for  this  ser\’ice,  i.e.  whether  this 
service  provides  a  real  “contribution” 
toward  the  support  of  other  services  such 
as  basic  telephone  service.  Based  on  an 
exhaustive  and  detailed  analysis  of 
actual  operating  cost  and  revenue  data 
for  NYTelco,  tiie  NYPSC  concluded  “— 
even  on  a  1975  embedded  cost  basis,  the 
revenues  from  terminal  equipment  offer¬ 
ings  are  deficient  by  more  than  $225  mil¬ 
lion.”  Thus,  the  NYPSC  ordered  NYTelco 
to  increase  its  rates  for  terminal  equip¬ 
ment  leasing,  across  the  board,  by  25 
percent  in  order  to  remove  the  burden 
w'hlch  the  present  earnings  deficiencies 
for  terminal  equipment  was  imposing  on 
basic  telephone  service  rates.  The  NYPSC 
further  noted  that  under  the  present 
situation,  the  general  rate-payer  actually 
benefits  when  the  telephone  company 
loses  terminal  equipment  business  to  its 
competitors.  Similar  findings  to  those  of 
New  York — i.e.,  that  terminal  equipment 
revenues  in  general  are  not  covering  the 
full  costs  of  providing  this  service,  are 
found  in  studies  before  state  regulatory 
agencies  in  Massachusetts  and  Vermont. 

18.  The  NYPSC  decisions  also  dealt 
with  intrastate  private  line  services,  find¬ 
ing  that  rates  for  this  category  of  services 
should  be  increased  by  some  35  percent  in 
order  that  revenues  would  cover  costs 
and  thus  eliminate  the  burden  these  serv¬ 
ices  were  imposing  on  basic  telephone 
services.  These  results  of  course,  are  not 
directly  applicable  to  interstate  private 
line  service.  However,  in  Its  decision  in 
Docket  18128  just  released,  the  FCC  has 
found  that  interstate  private  line  services 
have  historically  been  priced  at  levels 
which  do  not  cover  their  full  costs — and 
thus  do  not  make  any  real  contribution 
to  support  other  services. 

19.  Based  on  the  extensive  evaluation 
by  our  contractor  of  the  comments  and 
studies  filed  in  this  proceeding,  plus  our 
own  staff  analysis,  we  find  no  convincing 
evidence  that  telephone  industl-y  reve¬ 
nues  from  terminal  equipment  and  pri¬ 
vate  line  services  are  presently  covering 
their  full  costs,  much  less  that  they  are 
making  a  “contribution”  toward  covering 
the  cost  of  basic  telephone  services.  To 
the  contrary,  we  find  much  merit  in  the 
decisions  of  the  New  York  Public  Service 
Commission,  and  tentative  results  in 
Massachusetts  and  Vermont  proceedings, 
that  the  rates  for  such  services  should  be 
increased  substantially  in  order  to  cover 
their  full  costs  and  thus  remove  the  bur¬ 
den  they  now  place  on  basic  telephone 
service. 

SEPARATIONS  EFFECTS 

20.  Since  the  telephone  network  is  used 
jointly  and  in  common  for  both  inter¬ 
state  and  Intrastate  services,  which  fall 
under  different  operating  organizations 


and  regulatory  jurisdictions,  some  means 
of  allocating  costs  and  revenues  between 
these  services  is  required,  lliese  processes 
are  termed  “jurisdictional  separations” 
and  “settlements”  procedures.  Under 
these  procedures,  a  portion  of  the  cost  of 
all  intrastate  operations  (including  the 
leasing  of  terminals,  furnishing  of  sub¬ 
scriber  loops,  switching  equipment,  etc.) 
is  assigned  to  interstate  cost  allocations. 
These  costs  are  subsequently  reimbursed 
to  the  local  comp>any  from  the  Interstate 
revenue  pool,  i.e.,  the  totality  of  revenues 
collected  for  interstate  toll  services. 

21.  Under  present  separations  and 
settlement  procedures,  a  major  portion 
(e.g.,  up  to  60  percent)  of  the  revenues 
received  by  local  telephone  companies 
come  from  the  toll  revenue  poll.  Thus  any 
reductions  in  the  level  of  this  pool,  or 
changes  in  the  formulas  under  which  it  is 
divided,  could  have  a  significant  effect  on 
local  company  revenues.  This  is  of  par¬ 
ticular  importance  to  the  independent 
telephone  companies,  who  do  not  them¬ 
selves  generally  provide  to  all  services  or 
collect  toll  revenues,  since  what  might  be 
simply  a  transfer  from  one  account  to 
another  for  the  Bell  System  could  be  an 
absolute  increase  or  reduction  in  revenues 
for  the  independent  company. 

22.  Tw'o  of  the  principal  claims  regard¬ 
ing  potential  adverse  impacts  of  competi¬ 
tion  is  that  it  will  either  reduce  the  level 
of  the  interstate  revenue  pool  or  shift  the 
burden  of  certain  costs  to  basic  tel^hone 
services  through  either  the  present 
operation  or  modification  of  the  alloca¬ 
tion  process.  Since  neither  terminal 
equipment  revenues  nor  Interstate  pri¬ 
vate  line  revenues  are  significant  parts 
of  the  interstate  revenue  pool  for  divi¬ 
sions  of  tolls  and  settlements  purposes 
under  separations  formulas — ^the  former 
being  held  primarily  by  the  local  tele¬ 
phone  company  while  the  latter  are  for 
the  most  part  excluded  from  the  jurisdic¬ 
tional  separations  procedures  under  the 
formula — the  principal  mechanisms 
through  which  competition  could  affect 
the  Interstate  revenue  pool  would  be 
through  diversion  of  message  toll  (i.e., 
basic  long  distance  telephone  and 
WATS)  traffic  to  private  line  services,  or 
a  downward  repricing  of  MTS,  WATS 
or  private  line  services  offered  by  the 
telephone  industry. 

23.  Seveval  parties  have  submitted 
comments  or  studies  which  predict  that 
one  or  another  or  both  of  these  results 
will  occur.  AT&T  asserts  that  revenue 
shortfalls  resulting  from  private  line 
competition  will  necessitate  increases  in 
MTS  and  WATS  rates,  whUe  USITA 
takes  the  opposite  position  that  AT&T 
will  be  forced  to  reduce  MTS  and  WATS 
rates  in  order  to  prevent  diversion  of 
MTS  and  WATS  traffic  to  private  line 
services.  We  and  our  contractor  have 
examined  each  of  these  contentions,  and 
the  various  studies  relied  upon  as  their 
support,  and  conclude  that  under  present 
regulatory  policies  governing  the  sc(^e  of 
private  line  competition  and  anticipated 
competitive  responses  by  the  telephone 
Industry  to  private  line  competition, 
there  will  be  little.  If  any,  diversion  or 
repricing  of  future  MTS  and  WATS  due 
to  this  competition,  and  certainly  no  net 


FEDERAL  REGISTER,  VOL.  41,  NO.  216— MONDAY,  NOVEMBER  8,  1976 


NOTICES 


49219 


reduction  in  Interstate  revenues  from 
these  very  large  and  growing  services. 

24.  Our  reasoning  bdilnd  this  con¬ 
clusion  may  best  be  Illustrated  by  re¬ 
viewing  our  evalmation  of  the  SAI  study 
results  on  this  subject,  'filed  by  USITA. 
SAI  forecasts,  in  Its  so-called  “base 
case’’  scenario,  that  the  specialized 
common  carriers  will  capture  10  per¬ 
cent  of  the  total  long  distance  market 
(including  MTS  and  WA’TS  traffic)  by 
1985.  The  scAe  basis  for  this  prediction 
is  SAI’s  “expert  opinion’’,  according  to 
the  report.  However,  it  is  clear  from  SAI’s 
discussion  that  a  major  rmderlsdng  as¬ 
sumption  is  that  the  sepcialized  carriers 
will  be  authorized  by  this  Commission  to 
offer  services  which  are  essentially  dupli¬ 
cative  of  MTS  Mid  WATS.  Yet  as  early 
as  July.  1975  and  as  recently  as  July 
1976,  this  C(Humission  has  emphatically 
reaffirmed.  In  rejecting  proposed  SCC 
tariffs,  its  decision  in  1971  autliorlzing 
the  establishment  of  specialized  carriers 
that  such  carriers  will  not  be  authorized 
to  provide  services  which  are  essentially 
duplicative  of  MTS  or  WATS.  Thus  SAI’s 
basic  premise  is  unfounded,  and  its  fore¬ 
casts  are  accordingly  invalid. 

25.  Beyond  this  fundamental  flaw, 
however,  there  are  additional  factors 
which  mitigate  against  any  substantial 
nenetratlon  of  the  overall  long  distance 
market  by  specialized  carriers.  The  fi¬ 
nancial  resources  required  to  serve  any 
significant  portion  of  this  market — now 
served  by  tel^)hone  company  facilities 
whose  value  is  in  excess  of  $25  billion — 
is  well  beyond  the  collective  financial 
capabilities  ot  borrowing  potential  of  the 
specialized  carrier  industry;  which  has 
yet  to  turn  the  cwner  toward  basic  prof¬ 
itability.  Furthermore,  any  diversion  of 
MTS  and  WATS  traffic  is  equally  likely 
under  monopolistic  and  competitive  en- 
vironmMits,  so  long  as  the  telephone 
Industry  itself  offers  private  line  services. 
This  point  is  particularly  relevant  when 
it  is  noted  that  the  private  line  service  of¬ 
ferings  of  the  telephone  industry  have 
historicfidly  been  priced  below  cost,  mak¬ 
ing  them  particularly  attractive  to  MTS 
and  WA’TS  users  desiring  to  shift.  A  final 
flaw  in  SAI’s  analysis  is  in  its  failure  to 
consider  the  mMket  stimulation  created 
by  the  presence  of  competition  and  the 
development  of  new  services  meeting 
otherwise  unmet  needs. 

26.  For  the  reasons  cited  here,  and  oth¬ 
ers  more  fully  documented  in  our  report, 
we  have  concluded  that  private  line  com¬ 
petition  is  not  likely  to  have  any  signif¬ 
icant  effect  on  the  overall  level  of  the 
Interstate  revenue  pool  available  for  sep¬ 
arations  and  settlements.  There  remains, 
then,  the  question  of  potential  impact  on 
basic  telephone  rates  through  either  the 
present  operation  or  possible  modifica¬ 
tion  of  the  jurisdictional  separations 
process. 

27.  Under  current  procedures,  all  the 
revenues  for  terminal  equipment  leasing 
are  generally  retained  by  the  local  tele¬ 
phone  (grating  company,  while  scane  20 
percent  of  the  costs  of  such  equipm^t 
are  allocated  to  Interstate  services.  Addi¬ 
tional  revenues  to  cover  these  costs  are 
subsequently  allocated  to  the  local  com¬ 


pany  frmn  the  interstate  revenue  pool, 
’nius  bi  themy,  Uie  local  company  re¬ 
ceives  total  revenues  from  terminal 
equipmoit  leasing  which  amoimt  to  120 
percent  its  costs  (100  percent  in  di¬ 
rect  revenues,  20  percent  in  separations 
revenues) .  In  practice,  as  the  New  YoA 
PSC  has  correctly  pointed  out,  this  pro¬ 
vides  an  opportunity  for  the  local  com¬ 
pany  simply  to  set  its  lease  charges  at 
80  percent  of  costs,  and  make  up  the  re¬ 
maining  costs  from  the  interstate  reve¬ 
nue  pool  via  the  separations/settlement 
process,  ’The  latter  course  of  action,  if 
true,  would  seem  to  constitute  predatory 
pricing  and  an  Improper  use  of  the  sepa¬ 
rations/settlement  process — which  is  in¬ 
tended  to  help  support  basic  telephone 
service,  not  subsidize  terminal  equipment 
Including  PBX,  KTS,  business  extensions 
and  other  business  services.  Nevertheless, 
it  is  correct  to  conclude  that  under  pres¬ 
ent  separations/settlement  procedures, 
any  loss  of  terminal  equipment  business 
results  in  a  reduction  of  local  company 
costs  which  can  be  allocated  to  interstate 
service,  and  a  corresponding  reduction  in 
revenues  received  from  interstate  toll  to 
cover  these  costs.  Since  there  is  also  a  di¬ 
rect  revenue  loss  at  least  theoretically 
equal  to  the  total  cost  of  the  termined 
equipment,  a  net  reduction  in  local  op¬ 
erating  company  revenues  can  occur.  ’The 
potential  magnitude  6f  this  net  reduc¬ 
tion.  however,  is  very  unclear  inasmuch 
as  the  local  company  receives  from  the 
interstate  pool,  in  addition  to  those  reve¬ 
nues  need^  to  cover  costs,  a  share  of  any 
remaining  revenues  after  all  costs  are 
covered,  which  should  increase  as  a  re- 
.sult  of  any  lost  terminal  equipment 
business. 

28.  SAI  and  others  have  attempted  to 
determine  the  net  effect  of  these  several 
interrelated  factors,  in  conjunction  with 
their  forecasts  of  future  mai^et  penetra¬ 
tion  and  overall  impact.  While  we  and 
our  contractor  have  found  numerous 
flaws  in  the  data,  assumptions,  and 
methodology  employed  in  each  of  these 
studies,  such  that  none  of  the  specific  im¬ 
pact  forecasts  due  to  this  particular  fac¬ 
tor  can  be  accepted  as  valid,  we  do  accept 
the  basic  conclusion  that  some  such  im¬ 
pact  could  occur,  and  the  further  conclu¬ 
sion  that  this  would  probably  be  felt 
most  severely  by  small  independent  tele¬ 
phone  companies.  We  note,  however, 
that  this  does  not  appear  to  represent  a 
net  loss  to  Uie  telephone  industry,  but 
rather  a  reallocation  of  revenues  within 
the  industry  as  compared  with  presort 
procedures.  Thus  it  appears  that  the 
first  step  to  be  taken  to  avoid  such  con¬ 
sequences,  and  one  clearly  within  the 
prerogative  and  capability  of  the  reg¬ 
ulatory  commimily,  would  be  to  modify 
the  separations/settlement  procedures. 
While  any  final  conclusion  in  this  regard 
should  probably  await  the  results  of  a 
definitive  analysis  of  the  causes,  effects, 
and  magnitude  of  this  factor  as  related 
to  various  types  of  telephone  companies, 
as  well  as  an  evaluation  of  alternative 
remedial  procedures,  one  possible  cor¬ 
rection  might  be  to  remove  terminal 
equipment  fnmi  the  separations/settle¬ 
ment  procedures  entirely,  as  suggested 
by  AT&T,  and  allow  it  to  stand  on  its 


own  as  to  cost  and  price.  This  might  fdso 
be  accompanied,  as  suggested  by  AT&T, 
by  modification  of  certain  factors  in  the 
separations  formula  which  would  return 
a  comparable  amount  of  revenues  from 
the  interstate  pool  to  the  local  com¬ 
panies,  without  the  inclusion  of  terminal 
equipment  costs.  With  either  or  both 
these  approaches,  it  might  also  be  appro¬ 
priate  to  imbimdle  local  service  rates 
and  provide  for  a  “network  access 
charge’’  for  all  subscribers,  irrespective 
of  terminal  equipment  ownership,  again 
as  recently  adopted  by  the  New  York 
PSC,  In  any  event,  it  seems  clear  that 
this  is  primarily  a  problem  of  allocation 
rather  than  net  loss  in  revenues,  that  no 
identifiable  impact  has  occurred  to  date 
from  this  situation,  and  that  corrective 
action  both  can  and  should  be  taken  by 
the  regulatory  commimity.  One  modifi¬ 
cation  in  separations  procedures  which 
the  regulatory  community  should  not, 
and  in  our  view  probably  cannot,  take  is 
that  assumed  by  SAI  in  its  analysis,  i.e., 
a  return  to  “board-to-board’’  separa¬ 
tions  in  which  all  subscriber  plant  is 
simply  ignored.  We  believe  the  courts 
have  decreed,  and  that  it  is  sound  public 
policy,  that  interstate  revenues  should 
cover  a  portion  of  all  telephone  company 
costs  incurred  in  the  rendering  of  inter¬ 
state  services  including  appropriate  local 
exchange  costs. 

Conclusions  and  Recommendations 

29.  For  all  the  reasons  cited  above  and 
developed  more  fully,  in  the  attached  re¬ 
port,  we  find  that  there  is  no  apparent 
basis  for  the  telephone  industry’s  claims 
that  private  line  and  terminal  equip¬ 
ment  competition  either  have  had  or  are 
soon  likely  to  have  any  significant  ad¬ 
verse  impact  on  telephone  company  reve¬ 
nues  or  on  the  rat€s  for  basic  telephone 
services.  Specifically,  we  find  no  evidence 
to  support  the  industry’s  claims  that 
these  services  currently  provide  any  con¬ 
tribution  or  excess  of  revenues  over  costs, 
which  helps  maintain  low  rates  for  basic 
telephone  service.  Indeed,  we  find  much 
merit  in  the  study  findings  before  the 
New  York,  Massachusetts,  and  Vermont 
public  service  commissions  that  precisely 
the  opposite  may  be  true,  i.e.,  that  termi¬ 
nal  equipment  and  private  line  services 
may  be  earning  less  than  their  full  costs, 
and  thereby  imposing  a  burden  on  basic 
telephone  rates. 

30.  ’The  telephone  industry  is  currently 
experiencing  very  high  growth  in  both 
revenues  and  earnings.  We  find  nothing 
in  the  current  financial  state  of  its  com¬ 
petitor  nor  in  the  various  studies  sub¬ 
mitted  herein  which  would  lead  us  to 
expect  a  significant  change  in  this 
growth  or  a  significant  penetration  of 
the  private  line  and  terminal  equipment 
markets — much  less  the  total  telephone 
industry  markets — ^by  these  competitors. 

31.  Accordingly,  we  do  not  believe 
there  is  any  economic  need  or  justifica¬ 
tion  for  any  reexamination  or  revision  of 
our  existing  policies  allowing  competi¬ 
tion  in  these  two  market  sectors.  We  do, 
however,  recognize  that  present  rate- 
making  practice  and  separations  proce¬ 
dures  might  possibly  lead  to  some  unde¬ 
sirable  shifts  in  revenue  requirements 
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from  Interstate  to  Intrastate  services, 
with  the  further  possibility  that  small 
independent  telephone  companies  might 
be  most  seriously  affected  by  any  such 
shifts.  Accordingly,  we  propose  to  review 
with  state  regulatory  agencies  the  vari¬ 
ous  possible  cause/effect  relationships 
which  coiild  lead  to  such  results  and  al¬ 
ternative  rate-making  and  separations 
procedures  through  which  apprcHiriate 
corrections  can  be  made.  We  note,  in 
fact,  that  some  of  these  measures  ap¬ 
pear  worthy  of  serious  consideration  Ir- 
resiiective  of  any  Issues  concerning  com¬ 
petition,  as  is  clearly  demonstrated  by 
the  recent  study  findings  before  the  New 
York,  Massachusetts,  and  Vermont  com¬ 
missions.  Specifically,  we  propose  that 
Immediate  consideration  be  given  to  the 
possibility  and  probable  effects  of  (a)  Re¬ 
moving  terminal  equipment  from  the 
separations  process,  (b)  Establishing  a 
“network  access  charge”  for  all  sub¬ 
scribers  irrespective  of  terminal  equip¬ 
ment  ownership,  and  (c)  Conducting  an 
engineering  cost  analysis  of  local  ex¬ 
change  operations  to  determine  what,  if 
any,  changes  in  the  separations  proce¬ 
dures  should  be  made  to  better  reflect 
Initial  causatlonal  effects  of  any  special 
requirements  Imposed  on  the  local  ex¬ 
change  plant  by  Interstate  service  re¬ 
quirements,  and  (d)  Substantial  revision 
to  the  Uniform  S3^tem  of  Accounts,  in 
order  thai  cost  and  revenue  data  can  be 
readily  segregated  by  service  category. 

Part  B — First  Report  Text 
1.  introduction 

A.  Nature  and  scope  of  inquiry. — 32. 
By  Notice  of  Inquiry  Issued  on  April  10, 
1974  (46  PCC  2d  214)  and  supplemented 
on  December  17,  1974  (50  PCC  2d  574), 
we  began  a  broad  fact-finding  inquiry 
into  the  econcnnic  implications  and  in¬ 
terrelationships  which  arise  from  regu¬ 
latory  policies  and  curraat  pricing  prac¬ 
tices  for  telecommimications  services 
and  facilities,  particularly  those  subject 
to  competition.  We  specified  as  key  issues 
the  economic  effect  on  telephone  costs 
and  charges  of :  (a)  The  interconnection 
of  customer-provided  terminals  and 
other  facilities  to  the  switched  telephone 
network,  (b)  the  competitive  supply  of 
private  line  common  carrier  services,  (c) 
the  use  of  flat-rate  and  other  cost-in¬ 
sensitive  pricing  practices  for  local  ex¬ 
change  services,  and  (d)  jurisdictional 
separaticm  of  revenues  and  expenses  for 
plant  and  facilities  commonly  used  for 
both  intrastate  and  interstate  (or  for¬ 
eign)  services.  The  Supplemental  Notice 
set  forth  for  the  guidance  of  the  parties 
a  detailed  itemizaticm  of  subissues  and 
specific  matters  on  which  we  desired  to 
gather  information  (50  FCC  2d  574, 
576-588) . 

33.  This  proceeding  was  intended  pri¬ 
marily  as  a  fact-finding  inquiry  to  obtain 
information  that  would  be  aseful  not 
only  to  this  Commission  in  the  discharge 
of  our  statutory  obligations  but  also  to 
other  agencies,  including  the  State  utility 
commissions,  in  carrying  out  their  re¬ 
sponsibilities.  We  did  not  propose  in  this 
particular  proceeding  to  adopt  any  rules 


or  policies.  However,  we  expect  that  the 
record  developed  in  this  inquiry  may  be 
used  in  part  to  facilitate  the  resolution 
of  questions  in  pending  or  future  rule- 
making  proceedings.  Moreover,  this  rec¬ 
ord  may  form  the  basis  for  separate 
regulatory  actions  by  us  or  by  other  reg¬ 
ulatory  bodies.  (Notice,  46  PCC  2d  at 
214-15;  Supp.  Notice,  50  FCC  2d  at  574). 

34.  We  contracted  with  “T+E,  Inc. 
(T+E)  ”  of  Cambridge,  Massachusetts  to 
summarize  the  record  and  anal3^e  the 
filings  of  the  parties.  The  T-fE  report 
to  us,  comprising  seven  volumes  denomi¬ 
nated  “Deliverables,”  Ls  appended  here¬ 
to.  For  the  most  part  we  believe  that  the 
T+E  report  contains  a  useful  summary 
and  analysis  of  the  record  and  to  thte 
extent  we  rely  on  it  extensively.  How¬ 
ever,  we  have  foxmd  it  necessary  to 
analyze  portions  of  the  filings  of  scxne 
parties  in  greater  depth,  as  reflected  be¬ 
low.  Moreover,  in  some  Instances  the 
record  appears  deficient,  particularly  in 
the  case  of  OCC  competition,  although 
our  Further  Notice  of  Inquiry  sought 
comprehensive  and  detailed  data  on  the 
listed  matters  (50  FCC  2d  544).  Accord¬ 
ingly,  we  have  turned  to  other  appropri¬ 
ate  sources  of  relevant  information  such 
as  our  own  conunon  carrier  statistics 
compiled  from  reports  by  the  carriers, 
and  a  report  by  Frost  and  Sullivan,  Inc. 
entMJed  The  Telephone  Interconnect 
Market  (Report  No.  396,  January  1976). 
AT&T  has  filed  numerous  exhibits  on 
the  desirability  of  vertical  int^ration  of 
the  telephone  company.  We  do  not  ad¬ 
dress  that  question  here  since  it  is  at 
issue  in  Docket  No.  19129  which  is  pend¬ 
ing  before  us  for  decision. 

35.  Before  turning  to  the  material  filed 
by  parties  in  response  to  the  notices,  we 
believe  that  it  may  be  helpful  to  briefly 
set  forth  the  historical  backgroimd  and 
principal  decisions  which  give  rise  to  the 
questions  we  are  exploring  here. 

B.  Historical  Background — (1)  Pre- 
1970s  Competition.  36.  In  the  latter  part 
of  the  19th  century.  The  Western  Union 
Telegraph  Company  (Western  Union) 
was  the  dominant  communications  car¬ 
rier.  After  Western  Union  declined  an 
opportunity  to  purchase  the  Bell  Tele¬ 
phone  patents.  Western  Union  and 
American  Telephone  and  Telegraph 
Company  (AT&T)  eventually  settled 
their  differences  by  dividing  the  commu¬ 
nications  market  into  telegraph  and 
telephone  services  and  agreeing  generally 
not  to  compete  in  their  respective  serv¬ 
ice  offerings.*  Apart  from  AT&T,  West¬ 
ern  Union  faced  competition  princi¬ 
pally  from  Postal  Telegraph  Cable 
Company  (Postal)  until  the  economic 
difficulties  of  the  latter  led  Congress  to 
amend  the  Communications  Act  of  1943 
to  permit  the  merger  of  Western  Union 
and  Postal. 


‘AT&T  achieved  Its  dominance  In  the  tele¬ 
phone  sector  by  enforcing  Its  patents,  acquir¬ 
ing  Its  competitors  and  refusing  to  sell  equip¬ 
ment  to  or  Interconnect  with  the  Independ¬ 
ent  telephone  companies.  These  latter  prac¬ 
tices  ceased  when  AT&T  and  the  Justice 
Department  signed  the  “Kingsbury  Commit¬ 
ment”  In  1913. 


37.  There  has  long  been  competition 
to  the  telephone  companies  in  the  pro¬ 
vision  of  mobile  telephone  service.  In 
the  1940s  the  Commission  established 
the  land  mobile  radio  service,  authoriz¬ 
ing  both  telephone  compianies  and  inde¬ 
pendent  radio  common  carriers  (RCXJu) 
on  different  blocks  of  frequencies  (1  Pike 
&  Fischer,  RR  91:143,  165).’  There  are 
now  about  500  RCCs  in  all  areas  of  the 
country,  providing  two-way  mobile  serv¬ 
ice  and  one-way  paging  service,  in  com¬ 
petition  to  the  telephone  ctmipanles. 

(2)  Competition  from  private  micro- 
wave.  38.  Hi  the  early  1940’s  the  Army 
Signal  Corps  found  that  it  needed  addi¬ 
tional  telephone  transmission  capacity  in 
North  Africa.  Using  the  then  new  prin¬ 
ciple  of  radio  transmission  by  means  of 
wave  lengths  a  few  centimeters  long 
(microwaves) ,  they  designed  a  system  of 
radio  relays  which  could  not  be  m-ml- 
tored  except  by  locating  the  monitor  be¬ 
tween  the  two  stations.  Construction  of 
this  type  of  network  was  more  economic 
and  easier  than  laying  cables  in  the 
Sahara  Desert,  since  the  antenna  towers 
could  be  as  much  as  35  miles  apart.  After 
the  war,  there  were  two  new  technologies 
of  transmission — coaxial  cable,  and 
microwave.  The  Bell  System  made  a 
policy  decision  to  stress  the  use  of  coaxial 
cable,  imtil  the  advent  of  television.  A 
television  signal  utilizes  the  same  capac¬ 
ity  as  300  two-way  telephone  calls  (600 
voice  grade  circuits) .  This  large  quantity 
could  not  feasibly  be  transmitt^  down 
a  wire,  or  even  (at  that  time)  a  coaxial 
cable.  In  response  to  the  need  for  this 
new  service  requirement  AT&T  used 
microwave  to  provide  network  television 
and  miscellaneous  common  carriers  came 
into  existence  to  carry  television  pro¬ 
grams  to  more  remote  parts  of  the  coun¬ 
try.*  These  carriers  used  microwave 
systems. 

39.  While  the  FCC  licensed  microwave 
transmitters  and  systems,  and  assigned 
frequencies,  these  assignments  were  tem¬ 
porary  pending  the  accumulation  of  sxif- 
ficient  information  on  common  carrier 
microwave  needs  so  that  permanent  al¬ 
locations  could  be  made.  In  1956  the  FCC 
launched  Docket  11886 — “In  the  Matter 
of  Allocation  of  Frequencies  in  the 
Bands  Above  890  Me”  (known  as  the 
“Above  890”  proceeding) . 

40.  In  1957,  22  percent  of  Bell  tele¬ 
phone  traffic  was  on  microwave  (0.5  mil¬ 
lion  circuit  miles)  as  was  78  percent  of 
Bell  intercity  television  mileage  (60,000 
miles) .  It  was  estimated  that  by  1967,  55 


*The  purpose  of  the  separate  frequency 
allocations  was  to  assure  that  the  telephone 
companies  did  not  preempt  most  or  all  of  the 
avaUable  frequencies.  Over  the  years  the  fre¬ 
quencies  used  by  the  RCCs  have  become 
heavily  congested  in  some  areas  of  the  coun¬ 
try,  whereas  the  telephone  companies  have 
not  used  aU  of  their  frequencies  In  such 
areas. 

‘Additionally,  railroads,  pipelines,  lumber 
camps  and  others  in  remote  locations  In¬ 
stalled  microwave  facilities.  For  example,  the 
first  long  over-water  hop  was  accomplished 
by  the  Southern  Pacific  Railroad,  which  waa 
a  microwave  pioneer,  along  wl^  Motorola 
as  a  manufacture. 
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percent  of  Bell  tdephone  circuits  would 
be  on  microwave  (70  million  circuit 
miles)..  Congestion  was  noted  in  s(»ne 
cities,  but  improvements  in  technology 
seemed  able  to  prevent  saturation  of  fre¬ 
quencies.  The  Western  Union  Telegraph 
Company  and  the  independent  telephone 
companies  also  made  extensive  use  of 
point-to-point  microwave.  According  to 
the  Operational  Fixed  Microwave  Coun¬ 
cil  in  1957  thwe  were  approximately  253 
private  users  and  propos^  users,  with  an 
aggregate  of  3,012  transmitter  beams  of 
about  35  miles  each.  The  utilities  (gas, 
electric,  water  and  steam)  had  613  sta¬ 
tions  and  14,000  ssrstem  route  miles,  or 
69,000  channel  miles.  Their  estimate  was 
that  by  1970  there  would  be  about  1.160 
stations  and  26,000  system  miles.  There 
were  special  industrial  services,  the  on 
Industry,  airlines,  railroads,  truckers  all 
using  or  pn^sing  to  use  point-to-point 
microwave.  The  common  carrier  systems 
claimed  to  serve  the  general  public  and 
that  their  use  of  microwave  would  lower 
cost,  allocate  frequencies  more  efficiently 
and  benefit  the  national  defense.  The 
private  users  claimed  that  they  would 
gain  increased  efficiency  resulting  in 
lower  cost,  that  there  would  be,  more 
flexibility  in  priorities  and  that  they 
would  benefit  toe  national  defense. 

41.  One  of  the  major  issues  was 
whether  there  were  enough  frequencies 
available  to  meet  all  needs.  The  Com¬ 
mission  after  carefully  reviewing  the  rec¬ 
ord  concluded  there  would  be.  In  1959 
the  Commission  decided  to  make  avail¬ 
able  frequencies  for  private  microwave 
systems  for  business  use,  upon  finding 
that  there  was  no  showing  in  toe  record 
before  it  of  a  reasonable  likelihood  that 
adverse  economic  effects  would  result 
from  the  licensing  of  private  systems. 
Allocation  of  Frequencies  in  the  Bands 
Above  890  Me..  27  PCC  359,  411-412 
(1959),  29  PCC  825,  849-852  (1960).  The 
Commission  noted  that  the  AT&T  tar¬ 
iffs  did  not  permit  Interconnection  of 
private  microwave  facilities  to  the  tele¬ 
phone  network,  but  deferred  considera¬ 
tion  of  that  question  for  tariff  review 
procedures  (29  FCC  at  841) .  In  response 
to  the  possibility  of  competition  by  pri¬ 
vate  microwave  systems,  AT&T  filed  a 
tariff  for  Telpak,  a  bulk  discount  offer¬ 
ing  of  private  line  service.  After  hear¬ 
ing,  toe  Commission  found  that  the  Tel¬ 
pak  A  and  B  classifications  were  not 
justified  by  competitive  necessity  and  the 
rates  were  unlawfully  discriminatory  as 
compared  to  other  private  line  services. 
AT&T  (Telpak).  37  PCC  1111,  1118 
(1964)  aff’d  sub  nom  American  Truck¬ 
ing  Associations,  Inc.  v.  F.C.C..  37  F.  2d 
121  (1966).  The  Commission  concluded 
that  there  was  apparent  justification  for 
the  Telpak  C  and  D  classifications  in 
terms  of  meeting  competition  from  pri¬ 
vate  microwave  systems,  but  was  imable 
to  determine  on  that  record  whether 
those  rates  were  compensatory  so  that 
users  of  AT&T’s  other  services  would  not 
be  burdened  (ibid.).  Subsequently,  the 
Commission  midertook  in  Docket  No. 
18128  to  determine  whether  toe  Telpak 
and  other  private  line  tariffs  were  com¬ 
pensatory  or  burdensome  to  telephone 


and  otoer  services  (AT&T,  13  PCC  2d  853 
1968)).  TTie  Commission  also  found  in 
another  proceeding  that  the  Telpak  shar¬ 
ing  i»o^ons  were  unreasonably  dis- 
criminatCHT  and  unlawful.  Telpak  Shar¬ 
ing.  23  PCC  2d  606  (1970),  aff’d  in  part 
sub  nom  AT&T  v.  FCC,  449  P  2d  439 
(C.A.  2,  1971) ;  see  also  31  FCC  2d  674 
(1971),32PCC2d619  (1971). 

(3)  Interconnection  of  customer  equip¬ 
ment. — 42.  The  prohibition  in  the  AT&T 
tariffs  against  interconnection  of  cus¬ 
tomer-supplied  terminal  equipment  * 
generally  remained  absolute  mitil  1956 
when  toe  United  States  Court  of  Appeals 
for  the  District  of  Columbia  Circuit  ruled 
that  the  tariff  restriction,  as  applied  to 
the  Hush-a-Phone  device,  was  an  “un¬ 
warranted  interference  with  the  tele¬ 
phone  subscriber’s  right  reasonably  to 
use  his  telephone  in  ways  which  are  pri¬ 
vately  beneficial  without  being  publicly 
detrimental”  (.Hush-a-Phone  v.  U.S..  238 
P.  2d  266,  269)  .*  The  Commission  on  re¬ 
mand  then  ordered  AT&T  to  cancel  the 
tariff  prohibition  against  the  Hush-a- 
Phone  device  “or  any  other  device  which 
does  not  injure  defendants’  employees, 
facilities,  the  public  in  its  use  of  defend¬ 
ants’  services  or  Impair  toe  operation  of 
the  telephone  system.”  Hush-a-Phone, 
Decision  and  Order  on  Remand,  22  PCC 
112  (1957).*  Subsequently,  in  reliance  on 
toe  Hush-a-Phone  principle,  the  Com¬ 
mission  held  that  the  AT&T  broad  tariff 
prohibition  was  unlawful  as  applied  to 
Carterfone^  and  other  interconnecting 
devices.  Carterfone  13  FCC  2d  420  (1968) , 
reconsideration  denied  14  FCC  2d  571 
(1969  ) .  We  found  that  “the  tariff  was  un¬ 
lawful,  and-had  been  in  the  past,  because 
it  prohibited  toe  use  of  Carterfone  and 
otoer  interconnecting  devices  without  re¬ 
gard  to  actual  harm  caused  to  the  sys¬ 
tem”  (14  FCC  2d  at  572) .  In  addition  to 
considering  the  question  of  technical 
harm,  we  recognized  that  the  economic 
effects  were  a  pertinent  public  interest 
consideration  but  found  no  showing  in 
toe  Carterfone  record  to  demonstrate 
economic  harm  (14  FCC  2d  at  572-573). 

43.  Following  “Carterfone”  AT&T  filed 
tariff  revisions  permitting  interconnec¬ 
tion  of  customer-provided  terminal 
equipment  subject  to  requirements  for 
telephone  company-provided  connecting 
arrangements  (CAs)  and  network  con- 


*Such  forbidden  attachments  Included 
plastic  covers  on  phone  books  (as  recently  as 
1975  such  a  case  was  taken  by  the  telephone 
companies  to  the  Supreme  Court  of  North 
Carolina  which  overturned  the  prior  State 
P.U.C.  ruling  that  such  a  tariff  restriction 
was  valid) ,  shoulder  rests  attached  to  the  re¬ 
ceiver,  and  dial  locks  to  prevent  people  from 
calling  out  from  a  t^nephone. 

®  The  Court  reversed  the  Commission’s  prior 
ruling  upholding  the  validity  of  the  tariff 
against  the  Hush-a-Phone  (20  FCC  391,  426- 
427  (1956)). 

« The  Hush-a-Phone  was  a  plastic  cup 
clipped  to  the  mouthpiece  of  the  telephone 
to  assure  privacy  and  also  to  promote  intelli¬ 
gibility  in  noisy  environments. 

*  The  Carterfone  was  an  Inductlve- 
accousticaUy  coupled  device  which  aUowed  a 
mobile  telephone  user  to  access  the  public 
telephone  network  through  the  mobile  sys¬ 
tem’s  base  station,  where  the  Carterfone  was 
installed. 


trol  signalling  units  (NCSUs).  “AT&T 
Foreign  Attachment  Tariff  Revisions.”  15 
FCX;  2d  605  (1968),  reconsideration  18 
FOC  2d  871  (1969).  The  Commission  al¬ 
lowed  toe  tariff  revisions  to  go  into  effect 
but  commenced  a  Federal-State  Joint 
Board  proceeding  (Docket  No.  19528)  to 
determine  whether  the  CA  and  NCSU  re¬ 
strictions  could  be  liberalized  without 
technical  harm  to  toe  telephone  netwoiic 
“Interstate  and  Foreign  MTs  and 
WATS.”  35  FCC  2d  533  (1972) .  The  ques¬ 
tion  of  potential  economic  harm  was  de¬ 
ferred  pending  consideration  of  our  find¬ 
ings  in  this  docket.  The  “First  Report 
and  Order  in  Docket  No.  19528”  (56  PCX! 
2d  593  (1975) ,  reconsideration  58  FC!C  2d 
716)  established  a  registration  program 
to  allow  users  to  connect  certain  termi¬ 
nal  equipment  to  the  telephone  network 
without  toe  need  for  carrier-supplied 
CAs,  provided  that  toe  equipment  or  the 
connecting  protective  circuitry  has  been 
certified  by  toe  Commission  pursuant  to 
Part  68  of  the  rules  which  is  designed  to 
protect  the  telephone  network  frwn  tech¬ 
nical  harm.  The  Commission’s  “Second 
Report  and  O^der  in  Docket  No.  19528 
“further  amended  Part  68  of  the  rules  to 
include  private  branch  exchanges 
I^X’s) ,  key  telephone  systems,  and  main 
station  telephones  in  toe  registration 
program  (58  PCC  2d  736  (1976)).  The 
United  States  Court  of  Appeals  for  toe 
Fourth  Circuit  stayed  the  effectiveness 
of  the  Commission’s  orders  in  Docket  No. 
19528,  but  on  June  16,  1976,  _after  oral 
argument,  ended  the  stay  with  respect  to 
customer  provided  data,  and  ancillary 
devices  (“North  Carolina  Utilities  Com¬ 
mission  V.  PCC  and  USA,”  Case  No.  76- 
1002,  C.  A.  4) .  The  court  appeal  on  toe 
merits  is  still  pending.  The  Commission 
recently  revised  its  rules  to  specify  stand¬ 
ard  plugs  and  jacks  for  toe  connection  of 
telephone  equipment  to  the  telephone 
network.  “Report  and  Order  in  Docket 
No.  20774,”  FCC  76-617,  41  FR  28694 
(1976). 

(4)  Competition  from  other  common 
carriers.  44.  One  important  element  of 
the  Computer  Inquiry,  which  was  begun 
in  1966  and  will  be  discussed  infra,  was 
the  revelation  of  an  unmet  need  that 
was  actually  one  of  the  implications  of 
the  “Above  890”  decision  and  the  growth 
of  computer  and  private  line  services: 
there  was  need  for  a  company  or  com¬ 
panies  capable  of  providing  flexible  pri¬ 
vate  line  services  which  could  be  tailored 
to  toe  special  needs  of  the  users.  Such  a 
company  could  provide  new  and  more 
flexible  services  with  a  plant  designed  for 
private  line  use  rather  than  exchange 
telephone  use.  In  1970  as  a  result  of  a 
large  number  of  applications  for  micro- 
wave  stations  on  the  part  of  MCI  (Micro- 
wave  Communications,  Inc.) ,  Datron 
(Data  Transmission  Co.,  a  subsidiary  of 
University  Computing)  and  others,  the 
FCC  launched  “In  the  Matter  of  Estab¬ 
lishment  of  Policies  and  Procedures  for 
Consideration  of  Application  to  Provide 
Specialized  Common  Carrier  Services  In 
toe  Domestic  Point-to-PoInt  Microwave 
Radio  Service  and  Proposed  Amend¬ 
ments  to  Parts  21,  43  and  61  of  the  Com- 
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mission’s  Rules,”  Docket  18920,'  “Special¬ 
ized  Common  Carriers”  for  short. 

45.  The  FCC  had  already  granted  MCI 
its  Chicago-St.  Louis  system  in  deciding 
"Microwave  Commimicatlons,  Inc.,”  *  but 
the  issue  here  was  whether  to  embody 
such  grants  in  a  new  general  policy. 
These  carriers  proposed  to  provide  their 
own  networks.  Datran  was  to  provide 
highly  reliable  low  cost  data  services,  us¬ 
ing  digital  transmission,  a  variety  of 
speeds  and  other  benefits  on  a  switched 
network.  MCI  offered  customized  c<Hn- 
municatlons  service  at  low  cost,  low 
error  rate,  and  a  number  of  other  flex¬ 
ible  tariff  provisions.  Both  companies  in¬ 
tended  originally  to  provide  their  own 
local  distribution  links  using  microwave, 
but  eventually  were  forced  by  cost  con¬ 
siderations  to  go  to  telephone  companies 
for  local  circuits  (MCI  had  originally  in¬ 
tended  to  use  both  microwave  and  tele¬ 
phone  company  facilities) . 

46.  In  the  “Specialized  Common  Car¬ 
rier”  Decision  (29  FCC  2d  870,  920 
(1971) ) ,  the  Commission  treated  at  some 
length  the  question  of  Uie  potential  e<x>- 
nomic  effect  of  new  entry,  finding  no 
reason  in  the  record  before  it  to  antici¬ 
pate  any  adverse  impact  on  service  to  the 
public  by  existing  caniers”  such  as  to 
outwelght  the  considerations  supporting 
new  entry  (29  FCC  2d  at  910-920).  We 
further  foiuid  that  there  is  a  public  need 
and  demand  for  the  proposed  services 
and  for  new  and  diverse  sources  of  supply 
of  communications,  that  competition  in 
the  private  line  field  is  reasonably  fea¬ 
sible,  and  that  new  entry  can  reasonably 
be  expected  to  have  some  beneficial  ef¬ 
fects  for  the  public  (29  FCC  2d  at  920, 
904-910) .  Among  the  anticipated  benefi¬ 
cial  effects  were:  broadened  consumer 
choices,  dispersed  re^onsibUity  for  the 
supply  of  communications,  economies  of 
specialization,  and  provision  of  a  regula¬ 
tory  yardstick  and  an  incentive  for  tech¬ 
nical  and  service  Innovation  by  ATfeT 
(29  FCC  2d  at  909-910).  We  also  decided 
that  AT&T  could  compete  fully  and 
fairly  in  private  line  ser^ces  and  could, 
where  appropriate,  depart  from  nation¬ 
wide  average  pricing  for  private  line 
services  (29  FCC  at  915) .  On  reconsidera¬ 
tion  the  Commission  further  found  no 
reasonable  likelihood  of  economic  harm 
to  independent  telephone  companies  (31 
FCC  2d  1106  (1971) ) .  The  Commission’s 
Specialized  Carrier  decisions  were  af¬ 
firmed  by  the  United  States  Court  of 
Appeals  for  the  Ninth  Circuit  “sub  nom 
Washington  Utilities  &  Transportation 
Commission  v.  P.C.C.,”  514  P.  2d  1142 
(1975),  cert.  den.  423  UJ5.  836. 

47.  In  the  proceeding  in  Docket  No. 
16495  promulgating  policies  for  the  au¬ 
thorization  of  domestic  satellite  faclh- 
Ues,  the  Commission  decided  upon  a 
policy  of  multiple  entry  by  telephone 


•  29  FCC  2d  870. 

•  18  TCC  2d  963, 21  PCX?  2d  190. 

xTTie  Commljssion  reasoned  that  even  If 
•n  of  AT&T’s  private  line  revenues  were  lost, 
■osnethlng  not  very  likely,  amounting  to  less 
4  percent  of  AT&T’s  total  revenues,  the 
pfnbUo  would  not  he  harmed  (29  FCC  2d  at 
M5.  891-892). 


and  specialized  carriers.^  ^  “Domestic 
CkHnmunlcatlon-Satellite  Pacilities,”  35 
FCC  2d  844  (1972) ;  on  reconsideration 
38  FCC  2d  665  (1972).  The  Commission 
also  decided  for  the  first  time  to  consider 
the  authorization  of  an  independent 
telephone  company  (GTE  Service  Cor¬ 
poration)  to  provide  some  of  the  inter¬ 
state  transmission  facilities  for  telephone 
service,  previously  suppUed  only  by 
AT&T,  provided  that  GTE  demonstrated 
the  ateence  of  operational  or  economic 
prejudice  to  the  telephone  network  (35 
FCC  2d  at  853-854) .  Although  the  Com¬ 
mission  granted  GTE  authorization  for 
a  separate  domestic  satellite  system  upon 
a  finding  that  GTE  had  made  the  requi¬ 
site  showing,  GTE  later  chose  not  to 
pursue  that  grant  but  rather  to  own 
earth  stations  in  AT&T’s  domestic  satel¬ 
lite  system.  TTie  latter  authority  was 
grant^  after  a  hearing  (“GTE  Satellite 
Conxxation,”  57  FCC  2d  147  (1975) ). 

48.  Recently  the  Commission  has  re¬ 
iterated  that  its  specialized  carrier  policy 
decision  and  authorizations  permit  com¬ 
petition  only  in  the  provision  of  private 
line  services  and  do  not  authorize  car¬ 
riers  other  than  telephone  companies 
to  provide  message  telephone  service 
(M'lB).  See  “MCI  Telecommunications 
Corporation”  (Docket  No.  20640,  PCC 
76-622,  released  July  13,  1976),  where 
the  Commission  ordered  MCI  to  cease 
offering  FIxecunet  service  because  that 
service  has  the  essential  characteristics 
of  MTS  and  is  beyond  the  scope  of  MCI’s 
specialized  carrier  authorizations. 

(5)  Other  cases  pertaining  to  competi¬ 
tion.  49.  In  addition  to  authorizing  facili¬ 
ties  to  OCCs,  the  Commission  has  au¬ 
thorized  “vafce  added  carriers”  which 
lease  channds  from  AT&T  or  other  car¬ 
riers  under  volimtarily  filed  tariff  pro¬ 
visions  and  provide  additional  equipment 
and  services  of  value  to  their  customers. 
“Packet  Communications,  Inc.”,  43  PCC 
2d  922  (1973);  Graphnet  Systems,  Inc., 
44  PCC  2d  800  (1974);  “Telenet  Com¬ 
munications  Corp.”,  46  PCC  2d  680 
(1974).  For  example,  a  value  added  car¬ 
rier  may  combine  the  leased  circuits  with 
computerized  switching  facilities  which 
enable  data  communications  between 
otherwise  incompatible  terminals.  On 
July  16,  1976  we  determined  in  Docket 
No.  20097  that  tariff  provisions  prevent¬ 
ing  or  restricting  unlimited  resale  and 
sharing  of  private  line  services  are  un¬ 
lawful  “(Resale  and  Shared  Use  of  Com¬ 
mon  Carrier  Services,”  PCC  76-641,  41 
PR  30657),  We  found  that  the  resale  of 
communications  is  a  common  carrier  ac¬ 
tivity  fully  subject  to  our  Title  n  juris¬ 
diction,  and  that  sharing  must  be  on  a 
non-profit  basis  (FCC  76-641  at  paras. 
129,  130).  This  decision  is  presently  be¬ 
fore  the  Commission  on  petitions  for 
reconsideration. 

50.  On  August  9,  1976  we  began  an 
inquiry  and  proposed  rule  making  In 
Docket  No.  20828  (FCC  76-745)  to  revise 
the  rules  adopted  in  our  “Computer  In¬ 
quiry”  ("Tentative  Decision”,  28  FCC  2d 
291  (1970),  “Final  Decision,”  28  FCC  2d 


u  The  policies  adopted  In  Docket  No.  16496 
also  permit  the  authorization  of  domestic 
satellite  facilities  to  private  entitles. 


267  (1971) ,  aff’d  in  part  “sub  nom  GTE 
Service  Corp.  v.  PCC,**  474  F,  2d  724 
(C.  A.  2,  1973) ) .  In  the  “Computer  In¬ 
quiry”  we  decided  that  common  carriers 
may  not  offer  data  processing  ^rvices 
except  through  a  separate  su^dlary 
organized  in  accordance  with  S  64.702(c) 
of  our  rules,'*  and  declined  to  exercise 
jurisdiction  over  data  processing  serv¬ 
ices.  We  gave  consideration  to  hybrid 
services  combining  data  processing  and 
message  switching,  exercising  jurisdic¬ 
tion  over  hybrid  communications  serv¬ 
ices  wherein  the  data  processing  capa¬ 
bility  is  incidental  to  the  message 
switching  function  but  not  over  hybrid 
data  processing  service  wherein  the  re¬ 
verse  is  true.  Our  current  Inquiry  reeog- 
nizes  that  technological  advances  in 
computer  hardware  and  software  are 
blurring  the  distinctions  between  data 
processing  and  communications,  and 
make  new  definitions  appropriate.  We 
are  proposing  to  delete  the  “hybrid  serv¬ 
ice”  concept  and  to  arrive  at  a  definition 
of  data  processing  which  will  provide  a 
demarcation  between  data  processing 
and  commimicatlons  service. 

(6)  AT&T’s  responses  to  competition. 

51.  In  response  to  competition  by  in¬ 
dependent  equipment  suppliers,  AT&T 
has  introduced  new  and  modified  e(iuip- 
ment  offerings  and,  in  some  instances, 
has  lowered  its  equipment  charges  (see 
Parts  IV(D)  and  (E)  below).  AT&T’s 
response  to  other  common  carrier  (OCC) 
competition  has  been  three-fold.  First, 
it  has  filed  tariff  revisions  for  voice  grade 
private  line  services  which  generally 
reduced  charges  on  high  density  routes 
served  by  OfXJs  and  set  higher  charges 
on  low  density  routes. 

52.  Second,  in  response  particularly  to 
a  digital  data  offering  by  Data  Trans¬ 
mission  Company  (Datran) ,  AT&T 
sought  and  was  granted  authority  to  pro¬ 
vide  a  new  dataphone  service  utih^g 
the  digital  data  under  voice  (DUV)  teA- 
nique  on  its  existing  microwave  and  T1 
carrier  facilities — a  technical  innovation 
which  it  maintained  woidd  make  more 
efiQcient  and  economic  use  of  the  spec¬ 
trum.  We  set  AT&T’s  tariff  for  the  new 
dataphone  digital  service  (DDS)  for  in¬ 
vestigation  and  hearing  in  Docket  No. 
20288  to  determine  whether  the  rates, 
which  are  below  those  of  Datran,  are 
just  and  reasonable  (50  FCC  2d  501 
(1974)).  This  matter  is  pending  before 
the  Commission  for  decision  upon  excep¬ 
tions  to  the  Initial  Decision  of  the  Ad¬ 
ministrative  Law  Judges  (FCC  76  D-34) . 
’There  is  also  pending  an  application  by 
AT&T  for  authority  under  Section  214 
of  the  Act  to  provide  dataphone  switched 
digital  service  (No.  at-P-C-778) . 

53.  And,  third,  AT&T  initially  refused 
to  interconnect  with  the  OCCs  for  some 
private  line  services  (foreign  exchange 


This  was  done  so  as  to  prevent  cross-sub¬ 
sidization  of  the  data  processing  activities  of 
a  carrier  (competitive)  by  Its  communica¬ 
tions  activities  (regtilated)  .The  Commission 
saw  no  public  Interest  benefit  to  be  gained 
by  not  allowing  carriers  to  enter  the  data 
processing  arena  as  long  as  the  communica¬ 
tions  user  did  not  pay  more  for  his  serv¬ 
ices  than  absolutely  necessary. 
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(FX)  and  common  control  switching 
arrangements  (CCSA) ) .  After  a  show 
cause  proceeding  in  Docket  No.  19896  the 
CommisiscMa  found  that  AT&T  was  under 
an  obligatltm  to  furnish  to  the  OCCs 
interconnection  facilities  for  all  of  their 
authorized  services.  “Bell  System  Tariff 
Offerings,"  46  PCC  2d  413  (1974),  aff’d 
“sub  ncHn  Bell  Telephone  Company  of 
Pennsylvania  v.  PCC,”  503  P.  2d  1250 
(C.A.  3,  1974),  cert.  den.  423  US.  886 
(1975).  In  Docket  No.  20099  the  Com- 
.  mission  accepted  a  settlement  agreement 
between  AT&T  and  other  carriers  which 
set  forth  the  rates,  terms  and  conditions 
for  AT&T’s  OCC  facilities  offering 
(AT&T,  52  PCC  2d  727  (1975) ).  See  also, 
the  Commission's  Report  and  Order  on 
multiple  satellite  hops  (PCC  76-766, 
adopted  August  5,  1976)  which  accepts  a 
negotiated  agreement  on  interconnec¬ 
tion  between  AT&T  and  domestic  satellite 
carriers. 

54.  The  history  cited  above  demon¬ 
strates  this  Commission’s  great  concern 
with  the  needs  and  desires  of  the  regu¬ 
lated  companies’  customers,  which  is  the 
traditional  concern  of  any  govern¬ 
mental  body  directly  involved  in  the 
regulation  of  a  public  utility  service.  The 
Commission  recognizes  that  these  needs 
and  desires  are  continually  evolving,  and 
it  has  therefore  provided  for  a  certain 
amount  of  flexibility  in  many  of  its 
decisions. 

C.  THE  RECOBS - POSITIONS  OF  THE  PARTIES 

55.  'Die  current  inquiry  (Docket  No. 
20003)  was  undertaken  to  analyze  the 
economic  implications  and  interrelation¬ 
ships  arising  from  regulatory  policies  and 
current  pricing  practices  for  telecom¬ 
munications  services  and  facilities.  This 
inqul^  is  broadly  concerned  with  the  ec¬ 
onomic  effect  on  telephone  costs  and 
charges  of:  (a)  ’The  interconnection  of 
customer-provided  equipment  to  the  tele¬ 
phone  network,  (b)  the  competitive 
supply  of  private  line  services,  (c)  local 
exchange  rate  structures,  and  (d)  juris¬ 
dictional  separations  for  allocating  com¬ 
monly  used  plant  and  revenue  require¬ 
ments  between  intrastate  and  interstate 
services,  lliis  Report  is  primarily  direct¬ 
ed  toward  the  first  two  issues:  the  effects 
of  Interconnection  and  private  line  com¬ 
petition.  As  the  Inquiry  continues,  we  will 
address  the  other  issues. 

56.  In  response  to  our  Notices  of  In¬ 
quiry  a  large  number  of  intefested  par¬ 
ties  filed  voluminous  material  and  stud¬ 
ies.  While  we  specified  a  cut-off  date  of 
July  12,  1976  in  order  to  permit  prepara¬ 
tion  of  a  report  on  the  record  to  date, 
it  is  our  intent  that  this  Inquiry  shall 
continue.  ’The  parties  are  listed  in  Ap¬ 
pendix  A  below.  ’They  include  AT&T,  var¬ 
ious  independmt  telephone  companies, 
the  United  States  Independent  Telephone 
Association  (USITA),  Western  Union, 
various  OCCs  and  terminal  equipment 
suppliers,  NARUC  and  two  State  Public 
Service  Commissions,  the  Ofi&ce  of  Tele¬ 
communications  Policy  (OTP) ,  and  vari¬ 
ous  commimications  users. 

57.  We  have  one  further  comment 
before  summarizing  very  briefly  the 
major  positions  of  the  parties.  This  rec¬ 


ord  is  voluminous  and  useful  studies  have 
been  filed.  However,  it  appears  from  the 
record,  as  well  as  from  the  T+E  report, 
that  to  a  significant  extent  some  parties 
are  renewing  contentions  which  were 
made  and  considered  in  prior  proceed¬ 
ings  (e.g.,  “Specialized  Common  Car¬ 
rier,”  29  FCC  2d  870  (1971) ;  Orders  in 
Docket  No.  19528.  56  FCC  2d  593  (1975), 
58  FCC  2d  716,  58  FCC  2d  736  (1976)). 
We  note  that  apart  from  updated  esti¬ 
mates  this  record  does  not  contain  much 
new  support  for  such  allegations.  Despite 
our  desire  for  a  full  record  which  would 
enable  factual  findings,  the  documenta¬ 
tion  for  some  contentions  is  either  non¬ 
existent  or  no  better  than  what  we  have 
previously  considered.  We  cannot  accept 
unsubstantiated  or  inadequately  sup¬ 
ported  contentions  as  a  basis  for  find¬ 
ings  of  fact. 

58.  Since  the  key  arguments  and 
studies  of  the  parties  are  addressed  below 
in  Parts  m-V  of  this  Report,  we  shall 
here  indicate  only  the  general  tenor  of 
representative  positions  so  as  to  intro¬ 
duce  our  discussion  of  the  issues. 

(а)  AT&T.  59.  AT&T  maintains  that: 

(1)  The  telecommunications  industry  is 
historically  and  naturally  a  regulated  mont^- 
oly  due  to  economies  of  scale  (Bell  Ex.  9 
and  14)  and  because  duplication  of  com¬ 
munications  facilities  is  wasteful. 

(2)  The  public  interest  has  been  served 
by  traditional  ratemaking  practices — value 
of  service  pricing,  rate  and  cost  averaging, 
and  the  pricing  of  certain  services  above 
costs  so  that  the  costs  of  basic  services  may 
be  kept  low. 

(3)  Intercity  services  and  terminal  equip¬ 
ment  make  contributions  to  unallocated 
common  costs  that  keep  exchange  rates  low. 

(4)  Jurisdictional  separations  methods 
have  also  promoted  universal  telephone 
service  by  keeping  basic  local  exchange  rates 
low. 

(5)  As  a  regulated  monopoly  the  telephone 
company  has  made  high  quality  communica¬ 
tions  services  widely  available  at  low  cost. 

(б)  AT&T  has  been  Innovative  (Bell  Exs.  35 
and  37) . 

(7)  Vertical  integration  of  AT&T  is  impera¬ 
tive  in  order  to  maintain  the  integrity  of  the 
telephone  system. 

(8)  Competition  from  the  OCCs  will  have 
adverse  economic  effects  on  telephone  users. 

(9)  The  principal  intercity  services — MTS, 
private  line  and  Wide  Area  Telephone  Service 
(WATS) — are  cross-elastic  (Bell  Ex.  34),  and 
the  intercity  network  is  designed  to  take  ad¬ 
vantage  of  economies  of  scale. 

(10)  The  OCCs  are  offering  few,  if  any,  new 
services,  but  rather  are  exploiting  opportu¬ 
nities  opened  by  traditional  pricing  policies. 

(11)  Competitive  responses  of  AT&T  can 
mitigate  the  loss  (Bell  Ex.  10) ;  if  competition 
is  allowed,  it  should  be  full  and  fair. 

( 12)  Loss  of  intercity  revenues  to  OCCs  will 
reduce  the  benefits  of  economies  of  scale  by 
increasing  AT&T’s  circuit  costs  and  delay  the 
introduction  of  new  large  scale  technology. 

(13)  Such  competitive  loss  of.  revenues 
will  reduce  the  contributions  that  these  in¬ 
tercity  services  make,  thereby  adversely  af¬ 
fecting  local  exchange  rates. 

(14)  Private  line  revenue  losses  will  re¬ 
quire  Increases  in  MTS  rates  as  well,  with 
resultant  decline  in  MTS  demand. 

(15)  Savings  from  usage  sensitive  pricing 
of  local  exchange  service  do  not  provide  a 
satisfactory  answer,  since  the  pricing  effi¬ 
ciencies  would  be  offset  by  the  associated 
measurement  costs. 

(16)  Competition  from  Uie  interconnect 
industry  will  adversely  affect  the  local  ex¬ 


change  rates  because  these  equipment  offer¬ 
ings  by  the  telephone  company  make  a  con¬ 
tribution  to  basic  exchange  service  and  the 
separations  procedures  are  based  on  having 
the  telephone  company  provide  the  terminal 
equipment. 

(17)  Traditional  pricing  policies  encom¬ 
pass  end-to-end  service. 

(18)  Interconnect  competition  may  un¬ 
dermine  the  integrity  of  the  entire  telephone 
network. 

(19)  The  certification  programs  adopted 
by  the  Commission  will  entail  considerable 
supervision  and  enforcement  costs. 

(20)  The  multiple  suppliers  of  terminal 
equipment,  facing  a  fragmented  market,  will 
delay  the  introduction  of  innovations. 

(b)  Independent  telephone  companies. 
60.  The  independent  telephone  companies 
and  United  States  Independent  Tele¬ 
phone  Association  (USITA)  respond 
generally  along  the  lines  of  AT&T.  In 
addition,  it  is  asserted: 

(1)  The  adverse  impact  of  competition, 
particularly  frmn  the  interconnect  Industry, 
on  independents  will  be  greater  than  on 
AT&T  and  will  Increase  their  ciq>ital  costs. 

(2)  Independents  do  not  have  the  same 
ability  as  AT&T  to  make  conq>etltive 
responses. 

(3)  The  provision  of  terminal  equipment 
should  not  be  on  different  bases — ^regulated 
for  telephone  companies  and  non-regulated 
for  Independent  suppliers.  Both  should  be 
non-regulated,  or,  in  any  event,  subject  to 
uniform  accounting  requirements. 

(4)  Competition  from  the  Interconnect  in¬ 
dustry  will  adversely  affect  the  depreciation 
schedules  of  the  telephone  companies. 

(5)  If  the  telephone  companies  no  longer 
provide  station  equipment,  new  separations 
procedures  will  be  required. 

(6)  USITA  attaches  (USITA  Attachment 
B)  preliminary  results  of  a  continuing  study 
by  Systems  Applications,  Inc.  (SAI)  on  the 
Impact  of  OCCs  on  independents,  conclud¬ 
ing  that  the  OCCs  presently  have  a  com¬ 
petitive  advantage  because  AT&T  Interstate 
rates  subsidize  low  exchange  rates,  but  the 
OCCs  could  not  survive  in  direct  cost/price 
competition  because  they  are  high  cost  sup¬ 
pliers.  Competition  from  OCCs  and  the  in¬ 
terconnect  industry  will  not  benefit  the  pub¬ 
lic,  but  rather  will  lead  to  higher  exchange 
rates,  retard  innovation  ^nd  increase  the 
regulatory  bmden. 

(7)  The  final  report  of  SAI  on  OCCs  proj¬ 
ects  that  the  OCCs  will  have  a  significant 
share  of  the  total  composite  toll  market  by 
1985  and  that  MTS  rates  will  be  reduced  in 
order  to  compete  with  highly  cross-elastic 
OCC  services. 

(c)  Other  common  carriers.  61.  West¬ 
ern  Union  did  not  submit  a  lengthy  re¬ 
sponse  in  this  Inquiry  but  relied  instead 
on  its  filings  in  other  proceedings.  MCI 
and  other  (X!Cs  claim  that: 

(1)  OCCs  are  providing  new  services 
previously  neglected  by  the  telephone  com¬ 
pany. 

(2)  In  offering  some  services  which  are 
highly  cross-elastic  with  those  of  AT&T,  the 
OCCs  give  customers  a  choice  between  vari¬ 
ous  qualities  of  service  and  sometimes  lower 
prices  (than  telcos)  or  telephone  company 
services  which  may  not  always  suit  the  needs 
of  individual  users. 

(3)  AT&T’s  private  line  services  are  not 
competitive  with  the  OCC  services,  given  the 
current  market  size. 

(4)  AT&T’s  tariff  responses  to  private  line 
competition  reflect  <»t>ss-8ubsldizatlon  from 
MTS  and  WATS  and  need  regulatory 
scrutiny. 
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(5)  AT&T  is  not  a  low-cost  carrier  In  prir 
vate  line  markets,  since  it  must  cross-sub- 
sidize  to  remain  competitive. 

(6)  The  OCCs,  by  creating  additional 
sources  of  supply,  bring  lower  prices  and 
more  Innovational  activity. 

(7)  The  OCCe  will  be  viable  In  the  long- 
run  on  a  cost  effective  basis. 

(8)  The  impact  of  OCC  competition  on 
residential  exchange  rates  will  not  be  signifi¬ 
cant,  particularly  since  competitive  responses 
by  AT&T  should  prevent  a  serioris  erosion  of 
its  market  shares. 

(9)  AT&T’s  market  projections  of  revenue 
loss  are  highly  exaggerated  when  compared  to 
actual  OCC  revenues. 

( 10)  It  Is  unclear  that  exchange  service  Is 
now  subsidized;  it  may  be  that  exchange 
service  is  subsidizing  intrastate  toll. 

(11)  Any  revenue  impact  of  OCC  competi¬ 
tion  can  be  neutralized  by  employing  some 
form  of  usage  sensitive  pricing  tor  exchange 
service. 

(12)  Competition  should  lessen  AT&T’s 
capital  requirements  tor  interstate  facilities 
Insofar  as  those  used  for  private  line  are 
essentially  fungible  with  those  required  to 
furnish  MTS. 

(13)  Since  AT&T’s  private  Une  service  Is 
non-compensatory,  the  loss  to  competition 
reduces  the  required  subsidy  from  MTS  users. 

( 14)  Competition  has  not  caused  any  delay 
In  the  introduction  of  new  service  by  AT&T, 
quite  the  contrary. 

(16)  AT&T’s  Long  Lines  Department 
should  be  a  separate  entity  In  order  to  sim¬ 
plify  regulation  and  eliminate  anti-competl- 
ttve  cross-subsidies. 

(d)  Interconneet  companies.  62.  The 
Computer  and  Business  Bqulpment  Man- 
ulacturers  Association  (CSEMA)  and 
other  untereoanect  companies  or  associa¬ 
tions  claim  that: 

(1)  The  Interconnect  companies  have  In¬ 
troduced  signlflcant  Innovations  in  terminal 
equipment  and  provided  customers  with  a 
wider  variety  of  equipment  that  more  closely 
fits  their  individual  needs. 

(2)  Competitive  pressures  have  forced 
AT&T  to  respond,  usually  with  imitative 
offerings. 

(3)  Hie  manufacture  of  terminal  equip¬ 
ment  is  not  characterized  by  eccmomles  of 
scale  and  high  capital  costs  for  entry;  It  Is 
not  a  natural  monopoly. 

(4)  This  competitive  area  should  not  be 
blocked  simply  to  permit  telephone  com¬ 
panies  to  raise  revenue  to  support  other 
services. 

(6)  Competition  to  date  has  not  caused 
any  serious  disruption. 

(6)  Rate  Increases  due  to  inflation  are 
outstripping  any  competitive  effects. 

(7)  Interconnect  competition  will  not  sig¬ 
nificantly  impact  on  local  exchange  rates, 
since  the  telephone  companies  Imitative  re¬ 
sponses  wUl  prevent  a  serious  erosion  of 
their  markets  and  they  have  never  offered 
complex  data  equipment. 

(8)  While  noting  that  NABUC  projects 
that  telephone  companies  would  retain  very 
substantial  shares  of  the  key  telephone  sys¬ 
tem  and  PBX  market,  CBEMA  claims  that  the 
telephone  companies  will  enjoy  a  net  revenue 
Increase  due  to  expansion  off  the  markets  in 
large  part  because  of  interconnect  com¬ 
petition. 

(e)  Users.  63.  Those  users  who  filed 
In  this  proceeding  generally  assert  that: 

(1)  Quality  and  service  Improvements 
have  resulted  from  OCC  and  Interconnect 
competition,  both  frmn  the  competition  and 
subsequently  from  AT&T. 


(2)  Communications  costs  to  businesses 
have  decreased. 

(3)  Changes  in  rate  structures  that  tend 
to  reflect  relative  costs  should  be  allowed. 

Specific  examples  of  user  comments  are 
as  follows: 

Telecommunications  Management  Inc.,  a 
consultant  to  private  industry  for  telecom¬ 
munications  services:  The  specialized  carriers 
have  brought  to  the  market  place  a  refreshing 
sense  of  concern  for  the  customer  and  his 
needs.  The  American  public,  as  a  whole,  must 
surely  benefit  as  reduced  telecommunications 
costs  and  increased  flexibility  allow  busi¬ 
nesses  to  operate  more  efficiently  and  keep 
their  prices  down. 

Krigger  and  Company,  Inc.:  I  had  con¬ 
tacted  the  Bell  System  quite  a  number  of 
times  to  price  a  direct  line  to  our  Cleveland 
office,  but  the  price  of  the  service  was  pro¬ 
hibitive  and  1  would  not  stand  the  expense. 
When  MCI  contacted  me,  their  service  was 
a  full  36%  cheaper  than  Bell’s  and  at  this 
price,  it  was  a  service  1  could  afford. 

Bunker  Kamo  Corporation:  |S]peciallzed 
common  carriers  have  produced  a  new  com¬ 
petition  into  long  lines  pricing  of  all  classes 
of  service  offered  currently  under  PCC  Tariff 
263  and  266.  We.  also  have  seen  an  improve¬ 
ment  of  service  as  it  would  pertain  to  matters 
of  trouble  nature  or  installation  as  a  result 
of  the  entry  of  new  carriers. 

MCI  questionnaire  to  its  users,  as  tabu¬ 
lated  by  ’Thomas  H.  Farrell  Associates:  79 
percent  said  tompetition  stimulated  new 
service  offerings;  66  percent  said  OCC  offer¬ 
ings  meet  requirements  not  previously  met 
by  estabOshed  carriers;  76  percent  believed 
that  improvements  in  theb*  teleoenununica- 
Uons  services  created  economies  wlfieh  ulti¬ 
mately  lower  tbetr  prices  to  consumers  and 
increased  the  variety  and  iminroved  the  qual¬ 
ity  of  their  goods  and  services;  66  percent 
said  OCCs  offer  new  services  that  met  a  spe¬ 
cial  requh%ment  of  theirs,  unfulfilled  by  the 
established  oarrieps. 

(f)  Regulatory  Agencies.  64,  NARUC’s 
position  is  as  follows : 

(1)  NARUC  estimates  from  its  study  that 
Ockl  competition  and  PBX  and  key  system 
Interconnection  will  cost  basic  exchange  sub¬ 
scribers  a  substantial  amount  by  1984. 

(2)  PBX  and  key  system  interconnection 
would  strike  hard  at  independent  telephone 
companies. 

(3)  Interconnect  competition  could  retard 
some  Innovations,  such  as  electronic  central 
switching  offices,  because  of  the  non-com¬ 
patibility  of  Interconnect  subscribers’  equip¬ 
ment  and  may  Impair  the  availability  of 
services  at  reasonable  prices  In  rural  areas. 

(4)  While  competitive  manufacturing  of 
data  communications  terminal  equipment 
and  ancillary  devices  will  enhance  itmova- 
tion  and  PBX  and  key  system  interconnec¬ 
tion  may  facilitate  the  distribution  of  inno¬ 
vation,  Innoyation  will  not  be  speeded  up 
where  Independent  manufacturers  already 
serve  independent  telephone  companies. 

(6)  There  has  been  no  reduction  in  reg¬ 
ulatory  load  as  a  result  of  OCC  and  inter¬ 
connect  competition. 

(6)  The  history  of  separations  shows  that 
residential  subscribers  are  slow  to  benefit 
from  Increased  telephone  revenues. 

(7)  To  the  extent  that  competition  in¬ 
creases  the  cost  of  exchange  service,  regula¬ 
tory  action  should  be  taken  to  change  separa¬ 
tions  principles. 

(8)  Usage  sensitive  pricing  is  being  inves¬ 
tigated  by  the  NARUC  staff,  but  a  final  report 
Is  not  yet  ready. 

66.  The  New  York  Public  Service  Com¬ 
mission  (NYPSC)  submitted  two  studies. 


The  first,  a  staff  study  by  James  Aug- 
stell  on  the  “Revenues  and  Cost  of  In¬ 
terconnection  within  the  Service  Area 
of  New  York  Telephone  Company.”  com¬ 
pleted  in  January,  1975  concluded  that; 

(1)  Interconnect  penetration  in  the 
NTTelco  area  as  of  the  end  of  1973  was  rela¬ 
tively  small  for  PBX-Centrez  and  key  tele¬ 
phone  systems  (KTS)  where  the  greatest 
Impact  on  NTTelco  revenues  is  expected. 

(2)  If  the  initial  rate  of  growth  for  inter¬ 
connect  equipment  were,  to  continue  through 
the  1976-1984  period,  NTTelco  revenues  and 
contributions  to  local  exchange  service  in 
these  markets  would  be  substantially  re¬ 
duced  as  compared  to  their  potential  levels 
absent  competition. 

The  second  NYPSC  study,  a  more  com¬ 
prehensive  analysis  of  Intercoimection 
competition  and  alleged  contribution  of 
vertical  services  to  exchange  services,  by 
Yog  Varma  of  the  NYPSC  staff,  has  been 
adopted  by  the  NYPSC  (NYPSC  Case  No. 
26775,  Opinion  No.  75-28,  October  22, 
1975) .  The  Varma  study  concluded  that: 

NTTelco  business  vertical  services  (PBX, 
Centrex  and  K’TS)  are  underpriced,  ai^  do 
not  provide  any  contribution  to  residentiM 
exchange  service  but  rather  are  subsidized 
by  other  services. 

As  a  result  of  the  Varma  study  the 
NYPSC  has  ordered  the  NYTelco  to 
make  substantial  increases  In  its  charges 
for  business  vertical  services. 

66.  The  Nebraska  Public  Service  Com¬ 
mission  believes  that  the  maximum 
avaffabllity  of  basic  exahange  service 
outweighs  aiB^  considerations  arising 
from  a  cost  of  service  aiHiroa^  and 
should  take  precedence  over  couvetMen 
by  the  interconnect  industry  and  CX:^. 

67.  The  Office  of  Telecommunleattons 
Policy  (OTP)  has  appended  several  stud¬ 
ies  to  its  comments,  including  a  critique 
of  the  NARUC  and  NYPSC  studies.  Very 
briefly,  OTP  maintains  that: 

(1)  Any  increase  In  local  exchange  rates 
due  to  Interconnect  and  OCC  competition 
would  be  relatively  small — using  NARUC/ 
NTPSC  projections  for  1980 — and  this  In¬ 
crease  could  be  eliminated  through  changes 
In  separations  principles  and  usage  sensitive 
pricing  of  exchange  rates. 

(2)  ’The  OCCs  probably  are  not  viable  in 
the  long  run  on  a  cost-effective  basis  except 
in  the  provision  of  services  which  are  not 
highly  cross-elastic  with  services  currently 
offered  by  AT&T,  unless  they  can  utilize  tech¬ 
nology  not  available  to  AT&T. 

(3)  The  OCCs  can  and  do  provide  new 
services,  especially  in  the  area  of  data  trans¬ 
mission,  which  will  benefit  users — ^partic¬ 
ularly  businesses. 

(4)  There  are  economies  of  scale  in  long 
haul  transmission,  toll  switching  and  local 
distribution;  but  not  in  the  manufacture  of 
terminal  equipment. 

(6)  Competitive  pressures  from  Intercon¬ 
nect  companies  would  probably  quicken  the 
pace  of  Innovation,  both  by  Interconnect 
companies  and  telephone  companies,  as  indi¬ 
cated  by  recent  experience. 

D.  MANNER  OF  PRESENTATION  OF  THIS  REPORT 

68.  We  shall  pr(x:eed  in  Part  n  below 
to  describe  the  structure  of  the  Telecom¬ 
munications  industry  in  greater  detail. 
In  Part  m  we  consider  the  historical  and 
over-all  Impact  of  interconnect  and  OCX? 
competition.  Part  IV  addresses  the  inter¬ 
connect  question  more  extensively  and 
Part  V  treats  OCC  competition. 
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II.  Structure  of  the  Domestic  Telecom- 
HuiricATioiis  Industry 

A.  GENERAL 

69.  The  United  States  telecommunica¬ 
tions  industry,  as  shown  in  Table  n-l, 
consists  of  seyeral  sectors,  each  of  which 
provides  a  variety  of  telecommunications 
services  to  the  public.  As  can  be  seen 
from  an  examination  of  the  data  in  the 
table,  the  Industry  has  grown  signifi¬ 
cantly  over  the  past  fifteen  years — oper¬ 
ating  revenues  and  gross  plant  have 
nearly  quadrupled  since  1960 — ^with  the 
telephone  sector  leading  the  way.  In  1975, 
the  telephone  sector  accounted  for  al¬ 
most  97  percent  of  the  operating  revenue 
and  slightly  over  97  percent  of  the  gross 
plant  of  the  entire  U.S.  telecommunica¬ 
tions  industry.  TThe  other  sectors,  which 


accoimt  for  the  remaining  3  percent  of 
the  industry,  have  also  grown  since 
1960.  The  telegraph  sector  more  than 
doubled  operating  revenues,  while  near¬ 
ly  quadrupling  gross  plant.  The  operat¬ 
ing  revenues  of  the  public  land  mobile 
radio  service  increased  more  than  five 
times  during  the  period  1960-1974.’®  Of 
the  remaining  sectors,  all  have  grown, 
but  all  or  parts  of  some  sectors,  i.e.,  pri¬ 
vate  branch  exchange  (PBX)  and  key 
telephone  system  (KTS)  equipment  and 
specialized,  value  added,  and  domestic 
satellllo  cairriers,  are  too  new  to  the  in¬ 
dustry  to  show  increases  in  the  table. 


^  Data  on  operating  revenues  for  the  pub¬ 
lic  land  mobile  radio  service  are  not  avail¬ 
able  for  1076;  also,  data  are  not  available  to 
determine  the  Increase  in  gross  plant  for  this 
sector. 


These  will  be  examined  in  more  detail 
below'. 

70.  The  discussion  that  follows  will  be 
concerned  essentially  with  these  sectors 
of  the  industry:  (1)  The  telephone  sector 
(1.  in  Table  II-l) ;  (2)  The  interconnect 
industry,  represented  by  the  non- tele¬ 
phone  company  PBX  and  KTS  equip¬ 
ment  sector  (6,  in  Table  n-l);  and  (3) 
The  other  common  carriers  (OCCs) , 
made  up  of  specialized  and  value  added 
terrestrial  carriers  (3.  b  and  c  in  Table 
n-l)  and  the  domestic  satellite  carriers 
(5.a  in  Table  II-l).  The  other  sectors, 
comprising  telegraph  carriers,  interna¬ 
tional  carriers,  mobile  radio  carriers,  and 
miscellaneous  domestic  carriers  relay¬ 
ing  television  signals,  are  not  the  prime 
concern  of  this  report;  however,  each 
will  be  discussed  briefly  at  the  end  of  this 
section. 


Table  II-l. — The  Telecommunications  Industry  of  the  United  States 


(.Number  of  companies  Operating  revenues  (thousands)  Total  communications  plant  (gross  in  thousands) 

1960  1965  1970  1975  1960  1965  1970  1975  1060  1965  1970  1975 


Telephone; 

(a)  Bell  STStem  * .  25  25 

(b)  Indepwdoots  ' .  3, 299  2, 421 

2.  Telegraph; 

(a)  DomeBtie  • .  1  1 

(b)  International  ‘ _  8  6 


3.  Private  line  microwave;  * 

(a)  MCC . 

(b)  8CC_ . 

(c)  Value  added.. . 

4.  Public  land  mobfle  radio 


service;  >• 

(a)  Telepbona 

companies .  Ill  281 

(b)  Other  Arms .  409  423 

5.  Satellite  oommunicatioDs: 

(a)  Domestic . . . 

(b)  International  .  1 


6.  Non-T^plMMM  Co.  PBX 
and  KTS  equipment . 


25 

1,841 

1 

6 

59 


396 

489 


1 


25  $8,106,806 

1,618  1,006,451 

1  262,365 

6  86,976 

45 . 

9 . 

•2 . 


351  1 

434  f 

3  . 
1  . 


(«) 


11,100 


Totld .  3,853  3,158  2,818  2,495  9,477,606 


/ 

$11,317,928  $17,364,639 

1,618,264  2,891,814 

305,615  402,456 

106,697  193,808 

. 7,347 


20,900  22,200 


2,139  69,598 


13,391,643  20,951,862 


$29,581,647 

5,500,000 

504,760 

316,070 

“14,248 

’34.944 

•20 


$24,721,830 

3,970,678 

398,023 

163,798 


$36,228,981 

6,825,867 

688,757 

189,242 


$56,171,376 

12,390,327 

1,029,149 

351,674 

•23,280 


‘61,305 


•16,300  . 

“140,681  .  10,063  188,782 

>*143,000  . . . . 

36,312,975  29,254,229  43,942,910  70,164,688 


$89,194,378 

21,000,000 

1,581,052 

645,881 

•  •  56, 191 
’•166,611 
••3,020 


“60,090 

•205,000 
“  322, 679 

113, 235, 300 


1  "Statiatics  of  Communications  Common  Carriers,"  1960,  1965, 1970;  and  1975. 

•  Independent  Phene  Facts  1976  (USITA). 

>  Other  than  telephone  companies,  which  is  included  in  1. 

•  The  figures  are  for  December  1974  from  “  Statistleal  Summary  of  the  Results  of 
Operations  During  197^  1973,  and  1974  of  Miscellaneous  Microwave  Common  Car¬ 
tiers.”  FCC,  Common  Carrier  Bureau,  Economics  Division. 

•  Decembw  1974.  Figure  for  1975  not  available. 

•  Figure  is  net  plant 

’  FCC  form  P’s  for  1975. 

•  MCI  Telecommunications  Corp.  sliows  zero  coiiimunieatlons  plant  in  their  FCC 


form  P  for  1975.  They  lease  all  plant  for  MCI  Leasing  Corp.,  a  subsidiary  of  MCI 
Communications  Corp. 

•  Communications  ^th  company  oOlcials. 

■*  Number  of  stations. 

“  FCC  form  M  for  1975  before  consolidation  with  Comsat  General. 

“  No  data  available  on  the  total  number  of  companies  producing  PBX  and  KTS 
equipment  or  the  amount  of  plant  Investment  devoted  to  PBX  or  FTS  production. 
There  are  roughly  30  main  manufacturers  of  PBX  equipment. 

“  This  is  a  rough  estimate  using  some  actuai  data  for  the  Bell  Sy.stem  (exhibits) 
and  some  projected  figures  for  the  IC  iii  independent  territory. 


B.  TELEPHONE  COMPANIES 

1.  AT&T. — 71.  The  telecommunica¬ 
tions  Industry  In  the  United  States,  as 
mentioned  above.  Is  dominated  by  the 
telephone  sector.  The  telephone  sector. 
In  turn.  Is  dominated  by  AT&T  or  the  Bell 
System — the  collective  term  for  the 
twenty-five  Bell  System  operating  com¬ 
panies.*®  In  terms  of  assets,  the  Bell  Sys- 

>•  The  Bell  System  is  sometimes  defined  as 
the  American  Telephone  and  Telegraph  Co. 
(AT&T) ,  Its  principal  domestic  telephone  op¬ 
erating  subsidiaries,  the  Western  Electric 
Company  (the  manufacturing  arm  of  the 
System)  and  Bell  Telephone  Laboratories 
(the  research  and  development  arm  of  the 
System) .  AT&T  is  both  a  holding  Eind  an  op¬ 
erating  company.  It  owns  100  percent  of  the 
stock  of  Western  Electric  and  60  percent  of 
the  stock  of  Bell  Labs  (Western  Electric. owns 
the  other  50  percent).  Additionally.  AT&T 
owns  controlling  Interest  in  twenty-three  of 
the  twenty-five  operating  telephone  com-f 
panles  (Including  Long  Lines)  and  minority 


tern  Is  the  largest  non-financial  corpora¬ 
tion  in  the  world.  In  1975  its  net  assets 
were  over  $80  billion,*®  making  it  $47 
billion,  or  nearly  two-and-one-half 
times,  larger  than  Exxon  Corp.,  the  larg¬ 
est  industrial  corporation  in  the  U.S..  as 
ranked  by  Fortune  magazine.**  As  shown 


Interest  in  the  two  others  (Southern  New 
England  Telephone  Co.  and  Cincinnati  Bell) . 
AT&T  itself  Is  divided  into  two  departments. 
The  General  Department  provides  services 
to  the  operating  companies  such  as  basic 
R&D  (through  Bell  Labs)  and  advice  on 
accounting,  commercial,  engineering,  finan¬ 
cial,  legal,  plant  and  traffic  matters.  The 
Long  Lines  Department  provides  land  line 
facilities  connecting  the  country  into  a 
nationwide  long  distance  system.  For  the 
purposes  of  this  report,  the  term  Bell  System 
is  used  to  mean  the  twenty-five  operating 
telephone  companies,  including  AT&T  Long 
Lines,  but  not  including  AT&T  General  De¬ 
partment,  Western  Electric  or  Bell  Labs. 

“  Fortune,  July  1978,  p.  216. 

“Fortune,  May  1976,  p.  318. 


in  Table  n-l,  the  Bell  System’s  operat¬ 
ing  revenues  in  1975  were  $29.6  billion 
and  its  gross  plant  was  $89.2  billion.  Ad¬ 
ditionally,  Bell  had  nearly  1  million  em¬ 
ployees  in  1975.**  As  Table  H-l  shows,  the 
Bell  System  has  grown  significantly  ^ce 
1960.  Its  operating  revenues  have  in¬ 
creased  almost  four  times,  and  its  gross 
plant  has  more  than  tripled. 

72.  The  Bell  System  provides  about  82 
percent  of  the  domestic  telephone  service 
in  the  U.S.,  as  measured  by  the  number 
of  telephones,  and  accounts  for  about  84 
percent  of  domestic  telephone  operating 
revenues.**  It  provides  85  percent  of  basic 
exchange  (local)  service  and  84  percent 
of  the  toll  (long  distance)  service,  in 
terms  of  operating  revenues.**  In  addi¬ 
tion  to  providing  the  basic  monopoly  local 

”  Fortune,  July  1976,  p.  216. 

“Statistics  of  CommunlcaticMis  Common 
Carriers,  1975. 

»/d. 
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and  toll  telephone  services,  which  ac¬ 
count  for  over  85  percent  of  its  operating 
revenues,  the  Bell  System  is  also  engaged 
in  virtually  aU  other  aspects  of  the  tele- 
conunimications  industry.  It  is  the  major 
supplier  of  private  line  voice  and  data 
services,  it  provides  the  bulk  of  the 
facilities  used  in  the  transmission  of 
radio  and  television  programs  and  a 
large  part  of  the  facilities  used  for  press 
and  telephotograph  services.  The  Bell 
System  is  also  extensively  engaged  in  the 
provision  of  public  land  mobile  radio 
service.  Revenues  from  these  other  serv¬ 
ices  (except  public  land  mobile  radio 
which  are  shown  in  4.  in  Table  n-1) 
are  included  in  total  Bell  System  reve¬ 
nues  is  Table  n-1.  As  viill  be  shown  be¬ 
low  imder  the  discussion  of  the  inter¬ 
connect  industry  and  other  common  car¬ 
riers,  however,  the  Bell  Systran  accounts 
for  the  vast  majority  of  total  revenue 
generated  from  the  private  line  and  ter¬ 
minal  equipment  markets. 

73.  Geographically,  the  Bell  System 
operates  in  most  metropolitan  areas  of 
the  country  and  in  all  states  but  Alaska 
and  Hawaii.  Although  independent  tele¬ 
phone  companies  are  predominantly  lo¬ 
cated  in  rmal  areas  and  suburbs.  Bell 
does  serve  a  substantial  niimber  of  rund 
customers  particularly  in  sparsely  pop¬ 
ulated  areas. 

74.  The  Bell  System  has  devoted  con¬ 
siderable  resources  to  telecommunica¬ 
tions  technology,  e.g.,  in  1974  it  spent 
$758  million  for  basic  research  and  de¬ 
velopment  in  electronics  and  commimi- 
cations.*”  This  amoxmt  is  Included  as  part 
of  the  prices  of  the  equipment  purchased 
by  Bell  System  operating  t^ephone  com¬ 
panies,  and  thus  is  capitalized  when  the 
equipment  is  placed  in  the  rate  base  by 
those  companies. 

2.  The  Independent  Telephone  Com¬ 
panies. — 75.  The  independent  telephone 
Industry  is  made  up  of  about  1600  tele¬ 
phone  companies,  most  of  which  are 
smsdl,  non-afOliated  telephone  compa¬ 
nies,  Including  many  cooperative  and 
mtinlclpal  systems.  The  exception  to  this 
is  the  handful  of  “mediiun-sized”  sys¬ 
tems  composed  of  the  subsidiaries  of  the 
independent  holding  companies — Gen¬ 
eral  Telephone  and  Electronics  Corpora¬ 
tion,  United  Telecommunications,  Inc., 
Continental  Telephone  Corporation, 
Central  Telephone  and  Utilities  COrpo- 
ratiCMi,  and  Mid-Continent  Telephone 
Corporation.  Although  generally  small, 
l^e  Independent  telephone  companies 
provide  vital  service  to  millions  of 
Americans.  They  serve  about  one-half 
the  land  area  of  the  United  States,*' 
predominantly  in  rural  areas  or  suburb 
which  were  rural  before  1920  when  the 
telephone  industry  was  acquiring  its 
present  form."  As  shown  in  Table  n-1. 


»  Bell  Exhibit  No.  31,  Att.  A,  p.  4. 

“Department  of  Commerce  Office  of  Tele¬ 
communications,  “Oeograpblcal  Areas  Serv¬ 
iced  by  Bell  and  the  Independent  Telephone 
Companies  in  the  United  States,”  Pehruary 
1973. 

*Por  details  of  the  early  history  of  tele¬ 
phony  in  the  UB.,  see  F<X!  Staff  Report,  "Tel¬ 
ephone  Investigation”  (Pursuant  to  Public 
Resolution  No.  8,  74th  CXingress)  (known  as 
the  "Walker  RejKMl;”). 


hi  1975  independent  telephone  company 
operating  revenues  were  $5.5  billion  and 
gross  plant  was  $21  billion.  Total  employ¬ 
ment  in  the  Independent  telephone  In¬ 
dustry  in  1975  was  158,000.**  The  inde¬ 
pendent  telephone  companies  provide 
about  18  percent  of  the  domestic  tele¬ 
phone  service  in  the  U.S.,  as  measured 
by  the  number  of  telephones,  and  ae- 
coimt  for  about  16  percent  of  domestic 
operating  revenues.  They  provide  about 

15  percent  of  basic  exchange  service  and 

16  percent  of  long  distance  Intrastate 
service  in  terms  of  operating  revenues.** 

76.  As  with  the  Bell  System,  the  bulk 
of  independent  telephone  company  rev¬ 
enues  is  derived  from  the  basic  monopoly 
telephone  services,  but  also  as  with  the 
B^  System,  the  independent  telephone 
companies,  to  a  greater  or  lesser  extent, 
are  engaged  in  virtually  all  other  aspects 
of  telecommunications  industry.  They 
provide  private  line  voice  and  data  serv¬ 
ice,  television  and  radio  transmission, 
teletsrewriter  service,  and  public  land 
mobile  radio  service.  Revenues  from 
these  services  (except  public  land  mo¬ 
bile  radio  which  are  shown  in  4.  in  Table 
n-1 )  are  included  under  total  revenues  of 
the  Independent  telephone  companies  In 
Table  n-l.  While  the  Bell  System  ac¬ 
counts  for  the  majority  of  revenues  gen¬ 
erated  from  the  private  line  and  termi¬ 
nal  equipment  market,  the  Indei^ndents 
account  for  much  of  the  remainder  of 
those  revenues,  as  will  be  seen  under  the 
discussion  of  the  interconnect  Industry 
and  other  common  carriers. 

77.  The  structiure  oi  the  Independent 
Industry  is  chsuiging,  however.  Bach 
year  fewer  independents  are  listed 
among  concurring  and  omnecting 
carriers  and  each  year  more  of  the  in¬ 
dependents  are  absorbed  into  one  or 
another  of  the  non-Bell  holding  c(Hn- 
panies.  In  many  cases  mergers  are  the 
result  of  the  passing  of  the  telephone 
pioneers  whose  family-operated  tele¬ 
phone  companies  were  the  mainstays  of 
the  independent  t^ephone  industry.  In 
other  cases  neighbor^  telephone  com¬ 
panies  have  foimd  it  expedient  to  merge 
as  their  service  areas  devel<H>  a  com- 
mimity  of  Interest.  In  still  other  cases, 
undercapitalized  smdl  Independents 
have  merged  with  larger  ones  in  order 
to  acquire  the  financial  resources  to  im¬ 
prove  service.  Finally,  many  indepraid- 
ents  have  rendered  themselves  prime 
merger  prospects  by  their  high  profit¬ 
ability. 

'  78.  Although  individual  independent 
telephone  compuiies  are  sranetlmes  con¬ 
sidered  weak  mancially,  just  the  op¬ 
posite  is  often  true.  Many  small  inde¬ 
pendents  have  unusually  high  rates  of 
return  on  equity.”  This  circumstance 

•Independent  Telephone  Statistics,  1076 
Edition,  USITA,  JiUy  1976. 

•*Id. 

“Among  the  first  12  independents  listed 
in  the  Missouri  PSO’s  survey,  "1969-73  In¬ 
clusive  Directory  of  Independent  Operating 
Telephones,”  eight  had  returns  on  equity 
In  excess  of  20  percent  during  the  period;  1 
In  every  year,  1  In  4  years,  4  In  3  years,  1  In 
2  yecurs,  and  1  In  1  year.  In  contrast,  the  BeU 
System’s  prescribed  rate  of  return  on  Its  in¬ 
terstate  services  Is  presently  9.6  praroent  to 
10.0  percent  (67  PCC  2d  960  (1976) ) . 


may  be  due  partially  to  policies  of  state 
commissions  which  set  rates  or  rates  of 
return  on  capital  for  the  larger  tele- 
pheme  companies  and  then  allow  smaller 
telei^one  companies  to  chsurge  the  same 
rates,  or  earn  the  same  overall  rate  of 
return.  Indeed,  this  Ckimmisslon  follows 
such  a  pc^cy  when  it  regulates  toll  rates 
on  a  nationwide  basis.  Many  independ¬ 
ents  earn  very  high  returns  on  their  in¬ 
terstate  (^rations  because  of  this  ad¬ 
herence  to  a  uniform  rate  schedule. 

3.  Separations,  Division  of  Revenues 
and  Settlements. — 79.  The  telephone 
operating  companies,  both  Bell  and  in¬ 
dependent,  and  AT&T  Ixmg  Lines  are 
interconnected  into  a  single  nationwide 
telephone  network  for  the  provision  of 
interstate  services.  Since'  multiple 
carriers  participate  in  the  interstate 
services,  procedures  have  been  estab¬ 
lished  for  dividing  the  interstate  re¬ 
venues  between  AT&T  Long  Lines  and 
the  Bell  operating  ccHnpanles  and  for 
settlements  between  the  Bell  Systran  and 
the  Independent  companies.  Such  divi¬ 
sions  of  revenue  and  setUranents  in  tirni 
are  based  on  separations  procedures, 
made  necessary  by.  the  circumstance 
that  much  of  the  pn^rty  of  the  tele¬ 
phone  operating  companies  is.  used  in 
common  for  both  interstate  and  totra- 
state  services.**  Modifications  in  separa¬ 
tions  procedures  over  the  years  have  had 
the  effect  of  transferring  increasing 
amounts  on  revenue  requirements  fn«n 
Intrastate  to  Interstate  services,  thereby 
lowering  intrastate  revenue  require¬ 
ments." 

80.  Under  the  separations  procedures 
plant  and  expenses  are  apportioned 
among  the  Intrastate  and  Interstate 
operations  on  various  bases.  In  the 
case  of  MTS  and  WATS  under  the 
separations  procedures  including  the 
Ozark  plan  (26  FCX;  2d  247,  248). 
subscriber  plant  costs  (station  equip¬ 
ment  and  subscriber  lines)  and  the  non- 
traffic  sensitive  portion  of  local  dial 
switching  equipment  are  assigned  to  in¬ 
terstate  (^rations  by  the  a{H>lication  to 
the  cost  of  such  plant  ot  a  ‘'subscriber 
plant  factor”.  However,  where  this  sub¬ 
scriber  plant  factor  enters  into  the  ap¬ 
portionment  of  costs,  the  allocation  is 
not  strictly  on  the  basis  of  relative  use 
but  rather  is  weighted  so  as  to  increase 
the  interstate  revenue  requirements  and 
lower  the  local  exchange  requirements. 
Although  the  nationwide  average  inter¬ 
state  use  of  the  subscriber  plant  is 
significantly  less  than  10  percent,  ap¬ 
proximately  19.9  percrait  of  the  Bell  costs 
( 16.7  percent  In  the  case  of  the  lndra>6nd- 


•The  current  Separations  Procedures  are 
IncOTponti^  F^rt  67  of  the  Conunls- 

Bion’s  Rules  and  the  1971  NARUC-FCX7 
Separations  Manual,  entitled  "Standard 
Procedures  tar  S^aratlng  Telephone  Pn^- 
erty.  Costs,  Revenues,  Expenses,  Taxes  and 
Reserves”. 

•See  Separations  Procedures.  26  PCC  2d 
247,  248  ( 1970) ;  Report  and  Order  In  Docket 
No.  17976,  16  FCC  2d  317  (1969);  Interim  Re¬ 
port  and  Order  In  Docket  No.  16268,  9  F(X7 
2d  SO,  8a-lll  (1967),  reaffirmed  and  made 
final.  11  POC  2d  493  (1968) .  See  also  Richard 
Oabel,  "Development  of  Separations  Princi¬ 
ples  in  the  Tel^hone  Industry,”  East  Lans¬ 
ing,  Michigan  State  University  Press  (1967). 
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ents  overall)  has  been  made  a  part 
the  interstate  revenue  requirement.  The 
annual  costs  of  local  exchange  plant  as¬ 
signed  to  interstate  cwastittue  about  29 
percent  of  total  interstate  MTS  and 
WATS  revenues. 

81.  In  order  to  arrive  at  a  division  of 
revenues  “  all  the  interstate  revenues  are 
placed  into  an  interstate  settlements 
pool.®  The  respective  operating  expenses 
(pursuant  to  separations  procedures) 
that  are  allocated  or  assigned  to  the  in¬ 
terstate  operations  are  paid  over  to  each 
operating  company  and  AT&T  Long 
Lines.  The  balance  left  in  the  pool  is 
divided  on  the  basis  of  investment  (net 
plant),  ascertained  via  the  separations 
procedures,  that  each  operating  company 
and  AT&T  Long  Lines  have  assigned  to 
the  interstate  enterprise.  This  remainder 
constitutes  the  return  on  investment  in 
plant  as  related  to  the  interstate  services. 

82.  There  are  two  different  settlement 
procedures  available  to  the  independent 
telephone  companies  by  which  such  a 
company  may  determine  its  share  of  the 
aggregate  interstate  pool.  A  company 
may  elect  to  perform  its  own  cost  studies 
and  receive  settlements  from  the  pool 
based  on  those  studies.  On  the  other 
hand,  a  company  may  elect  to  receive  its 
share  of  the  interstate  revenues  based 
on  so-called  average  schedules.  These 
average  schedules,  in  turn,  are  derived 
from  cost  studies  developed  jointly  by 
AT&T  and  USITA  on  the  basis  of  groups 
of  selected  exchanges. 

83.  Most  terminals  supplied  by  tele¬ 
phone  companies  are  connected  to  the 
local  exchange  plant  with  access  to  the 
switched  telephone  network.  Thus,  the 
terminal  can  access  local  exchange  serv¬ 
ice,  intrastate  MTS  and  WATS,  and  in¬ 
terstate  MTS  and  WATS.  Terminals  such 
as  telephone  instruments,  key  telephone 
systems  and  PBXs  are  offered  under 
state  tariffs.  A  few  terminals  are  offered 
under  interstate  private  line  tariffs  when 
these  are  used  in  conjunction  with  inter¬ 
state  private  Une  service.  Except  for  the 
relatively  small  proportion  of  revenues 
associated  with  interstate  private  line 
service,  the  revenues  derived  from 
terminals  are  directly  attributable  to  the 
state  jurisdiction  and  are  carried  in  the 
Local  Service  Revenues  accounts  of  the 
telephone  companies.  Terminals  are 
treated  as  communications  plant  and 
costs  are  allocated  between  state  and  In¬ 
terstate  on  the  same  basis  as  all  other 
plant.  Since  terminals  connected  to  a 
local  exchange  subscriber  loop  can  be 
used  for  state  and  interstate  telephone 
service,  the  costs  associated  with  these 
are  subject  to  separations  procedures  and 
the  subscriber  plant  factor  is  applicable. 
Thus,  although  the  interstate  usage  of 
telephone  instruments  is  less  than  10 


The  term  “division  of  revenues”  is  some¬ 
times  used  to  mean  allocations  only  between 
AT&T  and  the  Bell  <^erating  companies; 
whereas  the  term  "settlements”  refers  to  al¬ 
locations  between  AT&T/Bell  and  the  inde¬ 
pendent  telephone  companies. 

”  The  Commission  receives  monthly  re¬ 
ports  from  AT&T  Long  Lines  on  the  division 
of  revenues  and  settlements. 


percent,  approximately  19.9  percent  of 
the  BeU  station  equipment  costs  (16.7 
percent  of  the  costs  of  the  Independents) 
has  been  made  a  part 'of  the  interstate 
revenue  requirement.** 

84.  Under  the  separations  procedures, 
the  weighted  subscriber  plant  factor  does 
not  apply  to  the  apportionment  of  costs 
for  private  line  services.  To  the  extent 
that  private  line  is  provided  on  dedicated 
facilities,  costs  are  apportioned  by  direct 
assignment.  Common  plant  and  expenses 
in  the  provision  of  private  line  services 
are  apportioned  between  interstate  and 
intrastate  on  various  other  bases.  Thus, 
the  separations  procedures  for  private 
line  services  do  not  operate  so  as  to  shift 
revenue  requirements  from  intrastate  to 
interstate  in  the  same  manner  as  for 
MTS  and  WATS. 

85.  The  telephone  carriers’  method  of 
dividing  interstate  revenues  is  relevant  to 
the  question  of  whether  OC!C  or  inter¬ 
connect  competition  will  affect  local  ex¬ 
change  rates  because  of  the  operation  of 
the  separations  procedures,  particularly 
the  weighted  subscriber  plant  factor.  We 
discuss  this  question  hi  Part  m  below  on 
OCC  competition  and  in  Part  IV  nn 
interconnect, 

C.  THE  INTERCONNECT  INDUSTRY 

86.  The  interconnect  industry”  is 
made  up  of  many  firms  which  provide  a 
variety  of  terminal  equipment  (the 
various  types  of  equipment  are  described 
below)  to  the  telecMnmunications  mar¬ 
ket.  The  firms  comprising  the  intercon¬ 
nect  industry  are  not  regulated  by  the 
PCC,  and  therefore  are  not  required  to 
file  reports  with  the  Commission  con¬ 
cerning  operating  revenues,  gross  plant, 
etc.,  as  are  common  carriers.  Moreover, 
no  industry-wide  trade  association  or 
similar  type  organization  provides  data 
on  the  composition  of  the  interconnect 
industry.  Lacking  such  official  or  trade 
association  data,  the  best  estimates  that 
can  be  made  on  the  size  of  the  industry 
are  those  contained  in  the  following  tab¬ 
ulation,  which  come  from  submissions  to 
this  Docket.” 


’•Long  Lines  Statistics,  1930-1963,  1950- 
1974. 

“  For  the  purpose  of  this  report,  the  inter¬ 
connect  Industry  refers  to  those  non-tele- 
phone  company  firms  that  provide  terminal 
equipment  to  the  telecommunications  in¬ 
dustry.  As  is  shown  in  this  section,  how¬ 
ever,  the  telephone  industry  is  the  principal 
supplier  of  interconnect  devices,  and  data  re¬ 
lating  to  telephone  Industry  revenues  in  this 
area  are  shown  for  comparative  purposes. 

S’  Estimated  revenues  from  private  branch 
exchanges  (PBXs)  and  key  telephone  systems 
(KTSs),  the  two  major  products  of  the  in¬ 
terconnect  industry,  are  shown  because 
revenue  data  for  other  products  are  not 
available  for  the  total  Industry.  These  other 
products,  however,  such  as  modems,  reper¬ 
tory  dialers,  and  answering  machines,  are 
estimated  to  account  for  a  relatively  small 
part  of  the  Industry  in  terms  of  revenues. 
Additionally,  historical  revenue  data  for 
terminal  equipment  is  available  only  for 
the  Bell  System.  Since  Bell  accounts  for  the 
bulk  of  the  revenues,  however.  It  Is  signif¬ 
icant  to  show  this  data:  In  1960  Bell  revenues 
from  terminal  equipment  were  $869  million; 
In  1965,  $1.3  billion;  and  in  1970,  $2.1  billion 


(Data  from  Bell  submission  In  this  Docket). 
It  should  be  noted  that  in  1960  and  1965  no 
revenues  were  generated  by  the  intercon¬ 
nect  industry,  since  this  was  the  pre-Carter- 
phone  period;  in  1970,  revenues  from  the 
interconnect  industry  were  probably  less  than 
$10  million.  The  record  in  this  Inquiry  and 
this  Report  do  not  treat  telephone  main 
stations  and  extensions  since  our  Second 
Report  and  Order  in  Docket  No.  19528,  now 
partially  stayed  by  judicial  order,  is  too  re¬ 
cent  to  have  been  the  subject  of  comment 
here. 

Estimated  PBX  and  KTS  Revenues,  1975 
I  Millions  of  $1  ** 


Telephone  Industry _ _ _ , _ 3,  060 

Interconnect  Industry _ _  143 

Total  _ 3,203 


86(a).  As  shown  in  the  tabulation,  an 
estimated  $143  million  in  revenues  were 
generated  by  the  interconect  industry  in 
1975,  compared  with  over  $3  billion  gen¬ 
erated  by  the  telephone  companies. 
These  $143  million  in  revenues  accounted 
for  4.5%  of  total  revenues  from  PBX  and 
KTS,  and  less  than  Vi  of  1%  of  the 
total  revenues  of  the  telecommunications 
industry  in  1975. 

86(b).  The  two  principal  types  of 
terminal  equipment  used  in  the  telecom¬ 
munications  industry  are  private  branch 
exchanges  (PBX),  and  key  telephone 
systems  (KTS).  Other  important  types 
are  data  terminals,  answering  machines 
and  repertory  dialers.  Each  of  these  is 
described  briefly  below. 

87.  Private  branch  exchanges  are  facil¬ 
ities  that  allow  for  communications  with¬ 
in  a  particular  location,  such  as  a  build¬ 
ing.  A  typical  PBX  would  be  a  switch¬ 
board  us^  by  a  business  or  apartment 
building  for  handling  communications  on 
the  premises.  PBX  systems  are  classified 
as  small  (up  to  40  phones) ;  medium  (be¬ 
tween  41  and  100  phones) ;  and  large 
(over  100  phones).  An  estimated  50  per¬ 
cent  of  PBX  Installations  are  small,  32 
percent  medium,  and  18  percent  large.®* 
Also,  it  is  estimated  that  business  ac¬ 
counts  for  about  86  percent  of  the  PBX 
installations,  state  and  local  govern¬ 
ments  account  for  about  6  percent,  non¬ 
profit  "organizations  (such  as  universi¬ 
ties)  account  for  4  percent,  and  other 
uses  accoimt  for  4  percent.” 

88.  Key  telephone  systems  are  systems 
which  provide  for  the  direct  selection  of 
an  outside  line  from  a  multiple  telephone 
set.  Functions  such  as  line  holding  and' 
intercommunication  are  selected  at  the 
instrument.  Visual  indications  are  given 
as  to  the  status  of  each  line  associated 
with  the  instrument.  The  Stanford  Re¬ 
search  Institute  estimates  that  the  aver¬ 
age  interconnect  key  system  uses  12-15 
phones  and  is  therefore  competitive  with 
the  small  PBX  market.”  About  95  per¬ 
cent  of  all  key  systems  are  estimated  to 
be  used  by  business,  about  2  percent  by 
state  and  local  governments,  and  the  re¬ 
maining  3  percent  in  other  applications.” 


»> Source:  Based  on  data  from  Bell  Exhibit 
No.  20A,  Docket  No.  20003,  and  Table  I. 
above. 

«  Bell  Exhibit  No.  19. 

“Id. 

“Id. 

S' Id. 
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89.  A  data  terminal  or  modem  is  a  de¬ 
vice  required  for  transmitting  and  re¬ 
ceiving  data  signals  over  an  analog  cir¬ 
cuit.  It  consists  of  a  modulator  for  trans¬ 
mission  and  a  demodulator  for  receiving. 
An  estimated  82  percent  of  all  Installed 
modems  are  found  in  business;  6  per¬ 
cent  in  state  and  local  government;  9 
percent  in  the  Federal  government,  and 
3  percent  in  private  non-profit  organiza¬ 
tions  such  as  universities.** 

90.  Answering  machines,  as  the  name 
suggests,  are  devices  that  automatically 
answer  the  phone  and  send  and/or  re¬ 
ceive  a  message.  Repertory  dialers  are 
small  devices  that  store  telephone  num¬ 
bers  and  permit  the  user  to  automatical¬ 
ly  dial  a  particular  number.  No  estimates 
are  available  on  the  distribution  of  these 
devices  among  various  groups. 

91.  As  mentioned  above,  many  firms 
make  up  the  interconnect  industry.  The 
following  is  a  list  of  some  of  the  major 
suppliers  and  examples  of  the  types  of 
equipment  each  produces." 

Chestel,  Inc. — Small  electronic  PBXs. 

Collins  Radio  Company — ^Automatic  call  dis¬ 
tributors. 

Danray,  Inc. — Computerized  PBXs.  , 

Digital  Telephone  Systems,  Inc. — Large 
PBXs. 

Executone,  Inc. — Digital  telephone  PBXs  and 
key  systems. 

International  Telephone  and  Telegraph  Com¬ 
pany — Several  types  of  electronic  PBXs. 
Mllgo  Electronic  Corporation — Crossbar 
PBXs  and  key  systems. 

Nippon  Electric  Co. — PBXs  and  key  systems. 
Northern  Telecom,  Inc. — Complete  array  of 
interconnect  equipment. 

RCA  Service  Company — ^Variety  of  terminal 
equipment. 

Rolm  Corporation — Electronic  PBXs. 

Siemens  Corporation — Complete  array  of  in¬ 
terconnect  equipment. 

TIE/Communlcatlons,  Inc. — Key  telephone 
systems. 

D.  OTHER  COMMON  CARRIERS  (OCCS) 

92.  The  other  common  carriers  (OCCs) 
comprise,  for  the  purpose  of  this  report, 
the  following  groups  of  carriers:  The 
Specialized  Carriers,  consisting  of  terres¬ 
trial  private  line  carriers  and  switched 
data  carriers;  the  Value  Added  Networks 
or  Carriers:  and  Domestic  Satellite  Car¬ 
riers.  The  customers  for  these  carriers 
are  almost  entirely  in  the  commercial 
and  government  sector  of  the  economy 
and  the  market  for  their  services  is  di¬ 
vided  among  voice,  data,  facsimile,  and 
special  purpose  applications  in  private 
and  public  networks. 

93.  The  first  OCC  authorization  was 
granted  August  13,  1969,  when  Micro- 
wave  Communications,  Inc.  (MCI) ,  was 
given  permission  to  offer  point-to-point 
analog  channel  service  between  St.  Louis, 
Missouri  and  Chicago,  Illinois.  By  May  1, 
1976,  a  total  of  14  OCCs  were  either  op- 


eratimial  or  had  filed  214  applications 
with  the  PCC;  of  this  number  ten  were 
in  operation  by  the  end  of  1975.  The  fol¬ 
lowing  tabulation  shows  the  number  of 
OCC  firms,  their  operating  revenues,  and 
their  amoimt  of  gross  plant  at  the  end 
of  1*975. 

The  other  common  carriers  (OCC's),^  num¬ 
ber  of  firms,  operating  revenues  and 
gross  plant,  19'to 

[Operating  revenues  and  gra^s  plant  in  thousands 
of  dollars] 


Number  Operating 
of  firms  revenues 

Gross 

pkmt 

SpeciaUted  common  car¬ 
riers . 

9 

34,944 

166,611 

Value  added  carriers . 

.  2 

20 

*3,020 

Domestic  satellite  carriers. 

«3 

1«,300 

*205,000 

Total . 

14 

51,264 

374,631 

'  Source:  Table  II-l,  above. 

>  Net  plant. 

•  For  piuposes  of  this  repwrt  we  do  not  include  the 
domestic  satellite  facilities  of  A.T.  &  T./GSAT. 

94.  The  OCCs  accounted  for  about  one- 
tenth  of  1  percent  of  the  total  operating 
revenues  and  about  three-tenths  of  1 
percent  of  total  gross  plant  of  the  tele¬ 
communications  Industry  in  1975. 

95.  Inasmuch  as  all  the  activities  of  the 
OCCs  are  still  essentially  in  the  start-up 
phase,  it  is  difScult,  if  not  impossible,  to 
predict  the  extent  to  which  the  relative 
distributions  depicted  in  the  above  tabu¬ 
lation  will  continue  as  the  industry 
evolves.  In  the  case  of  the  domestic  satel¬ 
lite  sector,  which  represents  about  45 
percent  of  total  OCC  investment,  invest¬ 
ments  tend  to  come  in  large,  discrete 
quantities  as  each  new  entity  begins  op¬ 
erations.  Thus,  under  current  technology 
the  number  of  additional  entries  must 
necessarily  be  limited  to  the  relatively 
few  firms  which  can  accumulate  the  min¬ 
imal  start-up  investment  of  about  $150 
million.  Terrestrial  microwave  carriers, 
however,  can  commence  operations  with 
investments  which  are  a  relatively 
small  fraction  of  the  mature  system  in¬ 
vestment,  and  add  to  their  plant  at 


relatively  slow  and  con^mious  rates  of 
capital  fiow.  A  more  detialed  examina¬ 
tion  of  each  group  of  OCCs  is  contained 
in  the  remainder  of  thl9  section. 

1.  The  Specialized  Common  Carriers 
(SCCs) .  96.  At  the  end  of  *975,  as  shown 
in  Table  II-2,  nine  Specialized  Common 
Carriers  were  operational,  with  operat¬ 
ing  revenues  of  nearly  $55  million  and 
gross  plant  of  almost  $167  million.  All 
but  one  of  these  firms.  Data  Transmis¬ 
sion  Co.,  are  terrestrial  point-to-point 
microwave  carriers.  The  latter  carriers 
at  present  are  concentrating  almost  ex¬ 
clusively  upon  the  market  for  point-to- 
point  analog  transmission  channels. 
With  terminal  and  modem  equipment 
currently  available  from  Interconnect 
suppliers  these  analog  channels  are  easi¬ 
ly  configuured  into  private  line  tele¬ 
phone,  data,  or  facsimile  networks.  In¬ 
deed,  the  same  network  is  capable  of  car¬ 
rying  all  of  these  transmissions — either 
alternately  or  simultaneously.  The  phy¬ 
sical  plant  of  these  carriers  consists  pre¬ 
dominantly  of  microwave  radio  equip¬ 
ment  which  is  readily  available  from 
several  suppliers.  To  get  into  business,  a 
terrestrial  microwave  carrier  must  ac¬ 
quire  the  radio  equiimient  itself,  and  ad¬ 
ditionally,  the  towers,  land,  and  support 
facilities  necessary  to  set  up  a  route.  The 
owned  physical  plant  of  the  terrestrial 
microwave  carriers  is  concentrated  al¬ 
most  entirely  in  long  haul  intercity  facil¬ 
ities.  Local  loops  (the  final  connection  to 
a  user’s  premises)  are  In  i^ost  all  in¬ 
stances  leased  from  local  telephone  com¬ 
panies.  In  some  instances  telephone  com¬ 
pany  facilities  are  also  used  to  supple¬ 
ment  or  extend  Intercity  facilities.  In 
competing  with  the  established  common 
carriers,  the  channel  facilities  of  the 
terrestrial  microwave  carriers  are  off¬ 
ered  with  a  wide  variety  of  bandwidths 
and  channel  conditioning  options.  Addi¬ 
tionally,  the  terrestrial  microwave  car¬ 
riers  offer  alternatives  to  the  rate  level, 
rate  structures,  and  other  terms  and 
conditions  as  they  are  tendered  in  the 
established  common  carrier  tariffs. 


Table  II-2. — Specialised  common  carriers,^  Dec.  31, 1975 

[In  thousands  of  dollars] 


Gross 

communications 

plant 

Operating 

revenues 

Net  iiux>me 
from  microwave 
services 

CPI  Miorowave,  Inc . 

Data  Transmission  Co . . . 

MCI  Telecommunications  Corp.*.. . 

.  10,910 

.  48,733 

.  (*) 

.  4,727 

1,876 

117 

21,319 

1,643 

2,377 

548 

5,088 

871 

*758 
*15,374 
*24,405 
*1,468 
129 
*2,401 
*  14,796 
302 

Midwestern  Relay  Co.* . . . 

N-Triple-C,  Inc.» . 

Southern  Pacific  Communications  Co... . 

.  10,307 

.  _  11,871 

.  71,781 

_  2,587 

.  5,695 

1.105 

265 

Total . . 

.  166,611 

84,944 

*58,606 

»Id. 

“Frost  and  Sullivan,  “The  Telephone  In¬ 
terconnection  Market,”  No.  396, 1976. 


»  FCC  form  P,  1975. 
>  Loss. 


'  Parput  company  Is  MCI  Communications  C<Nrp. 

*  Leases  ail  commanicationa  plant  from  MCI  Leasing  Corp. 

*  Operates  as  both  a  specialist  common  carrier  and  a  mistUaneous  microwave  common  carrier. 
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Table  11-3. — Operating  revenues. 

:  Telephone  company- 
common  carriers 

—Private 

line*  and 

specialized 

[In  thousands  of  dolburs] 

1960 

1965 

1970 

1975 

Bell  System  > . 

Independent  telephone  companies » . 

.  403,862 

.  14,872 

543,766 

36,782 

1,030,857 

80,439 

1,479,473 

133,103 

Total  telephone  company . . 

S|>ecialized  common  carriers  ‘ . 

.  418,734 

580,548 

1,  111,  296 

1,612,576 

34,944 

Total . 

.  418,734 

580,548 

1,111,296 

1,647,-520 

>  Including  intrastate  private  iino. 

Statistics  of  Communications  Common  Carriers,"  1960, 1965. 1970, 1975. 
>“ IndependeM  Telephone  Comf)any  Slatistics,”  1960,  1965,  1970, 1975. 

*  FCC  form  P,  1975. 


97,  As  mentioned  above,  at  the  end  of 
1975  only  one  switched  data  carrier — 
Data  Transmission  Co.  fDATRAN) — ^w’as 
operational;  however,  DATRAN  recently 
filed  a  petition  in  bankruptcy."  DATRAN 
began  operations  in  April  1974  as  an  of¬ 
feror  of  private  line  data  channels  and 
began  the  offering  of  switched  data  serv¬ 
ice  in  January  of  1975.  Unlike  other  ter¬ 
restrial  microwave  carriers,  DATRAN  of¬ 
fered  channels  suitable  for  data  trans¬ 
mission  only.  Approximately  30  percent 
of  the  DATRAN  interstate  transmission 
capacity  was  composed  of  company-con¬ 
structed  digital  facilities,  extending  from 
Houston  to  Chicago,  the  remainder  were 
high  speed  digital  data  system  (DDS) 
channels  leased  from  AT&T  and  SPCC. 
Local  loops  were  obtained  from  local 
telephone  operating  companies  and  were 
on  either  analog  or  digital  plant.  As 
shown  in  Table  II-2  above,  DATRAN’s 
revenues  in  1975  were  $117,000.  The  mar¬ 
ket  served  by  DATRAN  included  those 
applications  where:  (a)  Economics  or 
convenience  did  not  justify  private 
leased  facilities,  (b)  the  connect  times  of 
the  switched  data  carrier’s  data  switch 
offered  an  improvement  over  those 
achievable  by  the  DDD  telephone  net¬ 
work.  and/or  (c)  full  duplex  service  was 
required.  In  concentrating  upon  the 
switched  data  market,  DATRAN  also 
configured  its  service  about  a  digital 
transmission  plant  and  time  division 
switching.  The  DATRAN  transmission 
plant  consisted  of  a  mix  of  owned  plant 
and  DDS  channels  leased  from  AT&T. 

98.  Table  11-3  shows  the  operating 
revenues  of  the  Specialized  Common  Car¬ 
riers  compared  with  the  private  line  op¬ 
erating  revenues  generated  by  the  Bell 
System  and  the  independent  telephone 
companies.  As  is  shown  in  the  table,  to¬ 
tal  telephone  company  private  line  reve¬ 
nues  have  almost  quadrupled  since  1960, 
reaching  over  $1.6  billion  in  1975.  The 
Specialized  Common  Carriers  only  began 
generating  revenues  in  recent  years,  and 
by  1975'their  revenues  amounted  to  $34.9 
million,  or  about  2.12%  of  the  total  pri¬ 
vate  line  revenues  In  that  year. 

2.  Value  Added  Networks  or  Carriers 
(VANs).  99.  Currently  only  two  VANs, 
Telenet  and  Graphnet,  are  operational. 
Income  for  1975  has  not  been  formally 


DATRAN  filed  a  petition,  in  bankruptcy 
on  August  27,  1976  and  ceased  aU  commercial 
operations  on  September  16,  1976. 


reported  to  the  FCC  by  either  of  these 
entities,  both  of  which  began  operations 
in  that  year.  For  1975,  Telenet  officials 
informally  reported  losses  of  $2.7  million 
and  a  net  plant  investment  of  $3  mil- 
lion.“  Graphnet  has  reported  no  finan¬ 
cial  data. 

100.  The  VANs  are  attempting  to  serve 
a  market  where  the  user  is  seeking  an 
additional  service — the  added  value — to 
be  superimposed  by  the  carrier  upon  the 
basic  transmission  service.  The  nature  of 
the  value  added  by  the  two  carriers  op¬ 
erational  at  this  time  is  generically  the 
same.  Both  use  data  processing  capabili¬ 
ties  which  is  resident  in  their  networks, 
to  permit  disparate  terminals  “  to  com- 
mimicate  with  each  other.  The  Telenet 
service  is  oriented  toward  computer-to- 
computer  and  terminal-to-computer 
communications.  The  Graphnet  service 
is  oriented  toward  teleprinter-to-graphic 
and  graphic -to- graphic  communications 
applications.  In  addition  to  adding  value 
in  the  sense  cited  previously,  the  value 
added  carriers  also  seek  to  offer:  (a) 
Competitive  rate  levels,  (b)  switched 
service,  and  (c)  other  features  which  en¬ 
hance  customer  operations  and  conven¬ 
ience.  It  is  worthwhile  to  note  two  other 
features  which  the  early  entrants  have 
in  common:  (a)  Packet  switching  and 
(b)  entirely  leased  transmission  plant. 

101.  Packet  switching  is  a  variant  of 
the  message  switching  technique  which, 
like  message  switching,  is  implemented 
most  easily  by  stored-programmed  com¬ 
puters.  The  packet  technique  ostensibly 
permits  the  VAN  to  maximize  the  oc¬ 
cupancy  of  the  channels  in  his  network, 
which  results  in:  (a)  Lower  investment 
in  communications  channels,  (b)  a  lower 
cost  to  to  the  user,  and  (c)  a  negligible 
penalty  in  connect  time." 

102.  The  other  VAN  feature — a  net¬ 
work  in  which  the  preponderance  chan¬ 
nels  is  leased  from  other  carriers — is  of 
particular  significance.  A  new  entity  in 


“  Since  Telenet  leases  all  of  its  transmis¬ 
sion  plant  from  common  carriers,  net  plant 
investments  may  be  deceptively  low.  The  pre¬ 
ponderance  of  Its  plant  investment  Is  in 
switching  computers  and  software. 

**  The  disparities  which  can  be  treated  in¬ 
clude  inter  alia:  Transmission  ^>eeds,  codes, 
line  disciplines,  and  display  formats. 

Although  all  of  the  entrants  in  this  field 
to  date  have  proposed  packet  techniques, 
these  are  not  a  necessary  component  of  a 
value  added  service. 


this  field  may  use  the  lease  alternative 
in  configuring  a  transmission  plant.  Un¬ 
der  these  conditions  start  up  capital  re¬ 
quirements  are  minimized  and  this  capi¬ 
tal  can  be  concentrated  into  marketing 
and  promotion  rather  than  upon  the 
construction  of  new  plant.  A  further 
bonus  is  the  avoidance  of  long  construc¬ 
tion  times  during  the  critical  start  up 
mode.  As  in  the  case  of  packet  switching, 
although  the  lease  option  is  attractive, 
it  is  again  not  a  necessary  component 
of  a  value  added  network. 

3.  Domestic  Satellite  Carriers  (DSCs). 

103.  lu  1975  three  DSCs  were  opera¬ 
tional  in  providing  service  to  the  con¬ 
tiguous  48  states:  Western  Union  Tele¬ 
graph  Co.  (WESTAR  System) ,  RCA 
American  Communications,  Inp.  (SAT 
COM  System),  and  American  Satellite 
Corporation  (ASC).  Other  existing  or 
scheduled  entries  include:  (a)  the 
AT&T/GSAT  system  which  commenced 
operations  in  July  1P76,  and  (b)  Satellite 
Business  Systems  (SBS) — a  consortium 
of  the  Information  Satellite  Corp.  (a 
wholly  owned  subsidiary  of  IBM), 
COMSAT  General  Busiiiess  Communi¬ 
cations,  Inc.  (a  wholly  owned  subsidiary 
of  COMSAT  General  Corp.)  and  Aetna 
Satellite  Communications,  Inc.  (a  wholly 
owned  subsidiary  of  The  Aetna  Casualty 
and  Surety  Co.).  SBS  filed  applications 
with  the  rcc  in  January  1976;  the  ap¬ 
plications  are  currently  under  review. 

104.  The  first  three  DSCs  are  still  very 
much  in  the  startup  phase.  RCA  began 
operations  in  late  1973  and  WU  and  ASC 
in  late  1974.  Their  operating  results  are 
summarized  below: 

Operating  Results — Domestic  satellite 
carriers 


[In  thousands  ol  dollars] 


Operating 

revenues 

Net 

income 

Net 

plant 

We.stern  Union.. 

11,000 

(•) 

102,000 

RCA . 

2,240 

(') 

75,700 

ASC . 

3,010 

(8,330) 

27,600 

Total _ 

16,300 

(8,330) 

205,000 

•  Not  available. 


SouBCE. — Conununications  with  company  ofliciaU;. 

105.  The  DSCs,  at  present,  are  offering 
the  same  “product”  as  the  terrestrial  mi-' 
crowave  carriers — point-to-point  analog 
channels  at  voice  grade  and  higher  band- 
widths.  Because  the  rate  levels  and  rate 
structures  of  satellite  and  terrestrial  mi¬ 
crowave  carriers  are  quite  different, 
these  entitieis  are  focussing  upon  two 
different  market  sectors — long  haul  and 
medium  to  short  haul — with  some  de¬ 
gree  of  overlap. 

106.  The  basic  communications  plant 
of  a  DSC  consists  of  one  or  more  com¬ 
munications  satellites  and  associated 
earth  stations.  A  typical  satellite  has 
12-24  transponders  **  each  of  which  can 


**  A  transponder  is  essentlaUy  a  microwave 
radio  relay  which  is  located  at  an  apparently 
stationary  point  In  space.  An  earth  station 
is  essentially  a  microwave  radio  transmitter/ 
receiver. 
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carry  either  from  1000  to  2000  voice 
channels  or  one  television  channel  or  50 
megabits  of  data.  The  terrestrial  termi¬ 
nations  of  these  channels  can  only  oc¬ 
cur  at  the  points  where  the  earth  sta¬ 
tions  happen  to  be  located. 

107.  This  unique  method  of  setting  up 
a  communications  path  leads  to  two 
basic  differences  between  satellite  and 
terrestrial  transmission.  The  cost  of  a 
satellite  channel  is  not  sensitive  to  the 
geographical  separation  between  earth 
stations  but  is  sensitive  to  channel  den¬ 
sity.  The  costs  of  terrestrial  microwave 
channels  are  not  only  sensitive  to  the 
channel  density  along  a  given  route  but 
are  also  sensitive  to  distance  and.  in¬ 
deed,  the  rate  levels  and  rate  structures 
of  the  terrestrial  microwave  carriers  and 
the  DSCs  reflect  these  cost  relation- 
ships.*®  This  circiunstance  has  resulted  in 
a  situation,  given  the  tariffs  currently 
filed  by  these  entities,  where  the  charges 
for  a  transcontinental  circuit  favor  the 
DSC  carriers,  whereas  the  charges  for 
distances  up  to  750  miles  favor  the  ter¬ 
restrial  microwave  carrier. 

108.  The  fact  that  satellite  circuits  can 
only  be  terminated  in  earth  station  cities 
and  the  current  costs  of  earth  stations 
limit  the  extent  to  which  the  long  haul 
economies  of  satellite  circuits  can  be 
realized.  When  a  subscriber  is  located  at 
some  distance  from  an  earth  station  site 
the  satellite  circuit  must  be  extended 
with  terrestrial  circuits.  At  the  interme¬ 
diate  distance  range  these  extensions  can 
change  the  cost  equation  in  favor  of  the 
terrestrial  microwave  carrier. 

109.  In  the  market  for  two-way  voice 
and  data  circuits,  the  satellite  and  ter¬ 
restrial  carrier  vendors  offer  services 
which  are  largely  complementary.  In  the 
television  distribution  market,  the  DSC 
offers  a  imique  capability  which  cannot 
be  approximated  by  the  terrestrial  micro- 
wave  carrier.  Since  TV  broadcasting  is  a 
one-way  distribution  process,  a  TV  net¬ 
work  requires  comparatively  few  trans¬ 
mitting  earth  stations  and  other  earth 
stations  can  be  used  only  for  receiving. 
Moreover,  a  single  transmission  can  be 
received  by  all  the  receive  earth  stations 
within  the  United  States.  The  number  of 
TV  circuit  terminations  achievable  with 
a  satellite  system  is  therefore  theoreti¬ 
cally  limitless  and  is  only  a  fimction  of 
the  number  of  installed  earth  stations. 

E.  OTHER  SECTORS  OF  THE  DOBIESTIC  TELE¬ 
COMMUNICATIONS  INDUSTRY 

110.  Western  Union  is  the  sole  pur¬ 
veyor  of  message  telegraph  service  in  the 
U.S.  In  addition  to  its  monopoly  tele¬ 
graph  services  (telegram  message  serv¬ 
ice,  telegraphic  money  order  service. 


«At  the  present  time  DSC  tariffs  offer 
voice  grade  circuits  only  in  the  mileage 
band  from  approximately  750  to  2,500  mUes. 
The  single  voice  grade  channel  rates  charged 
by  the  three  DSCs  are  essentially  Identical 
and  coincide  at  the  low  end  of  the  mileage 
band  ($500/mo.)  and  at  the  high  end 
($l,000/mo.).  See  RCA  Globcom  Tariff  FCC 
No.  93,  W.  U.  Telegraph  Co.  Tariff  PCC  No. 
261,  and  American  Satellite  Corp.  Tariff 
PCC  No.  1. 


Mailgram,  and  Tdex/TWX),  Western 
Union  also  provides  some  private  line  and 
other  services  that  are  in  competition 
with  similar  services  of  the  rest  of  the 
telec<Hnmunications  industry.  As  shown 
in  Table  n-I,  in  1975  Western  Union’s 
operating  revenues  were  over  $500  mil¬ 
lion  and  its  gross  plant  was  $1.58  billion.' 
Although  Western  Union’s  operating 
revenues  have  grown  in  recent  years,  the 
increases  have  been  mainly  the  result  of 
contributimis  from  Mailgram,  and  even 
more  recently,  from  satellite  services  (a 
discussion  of  Western  Union’s  domestic 
satellite  service  is  included  under  the 
OCC  section) ,  Revenues  from  the  tradi¬ 
tional  Western  Union  service — telegram 
message — ^have  continued  to  decline  M 
they  have  for  many  years.  Revenues  from 
telegraphic  money  orders  and  Telex/ 
TWX  service  have  grown  modestly  over 
the  past  several  years. 

111.  International  telephone  service  is 
provided  princijaally  by  AT&T.  The  inter¬ 
national  class  of  the  telegraph  sector  is 
made  up  of  six  carriers — commonly 
known  as  the  international  record  car¬ 
riers,  or  IRCs.  As  shown  in  Table  II-l, 
both  operating  revenues  and  gross  plant 
of  the  IRCs  have  almost  quadrupled 
since  1960.  The  four  major  international 
record  carriers  are  m*  World  Communi¬ 
cations,  Inc.,  RCA  Global  Communica¬ 
tions,  Inc.,  TRT  Telecommunications 
Corp.,  and  Western  Union  International, 
Inc.  All  of  these  can-iers  provide  message. 
Telex,  and  private  line  record  services, 
with  the  Teyex  being  Ahe  most  important 
in  terms  of  revenues,  followed  by  the  pri¬ 
vate  line  and  message  services. 

112.  The  only  carriers  of  the  private 
line  microwave  sector  not  included  among 
the  OCC  category  are  the  miscellaneous 
common  carriers  (MCCs) .  As  seen  from 
the  data  in  'Table  II-l,  the  actual  num¬ 
ber  of  these  carriers  has  declined  slightly 
in  recent  years,  but  operating  revenues 
have  almost  doubled  and  gross  plant  has 
more  than  doubled.  ’The  miscellaneous 
common  carriers  are  engaged  primarily 
in  providing,  through  the  utilization  of 
microwave  facilities,  television  signals  to 
cable  television  firms  and  certain  broad¬ 
cast  stations. 

113.  Public  land  mobile  radio  service, 
as  shown  in  Table  II-l  is  provided  '  y 
telephone  companies  and  other  firms 
(commonly  known  as  radio  common  car¬ 
riers  or  RCXTs) ,  which  are  in  ctHnpetition 
with  the  telephone  companies.  As  men¬ 
tioned  earlier,  operating  revenues  of  this 
sector  have  increased  more  than  five 
times  since  1960.  Plant  figures  for  this 
sector  are  not  available  on  a  historical 
basis,  but  as  is  shown,  the  net  plant 
amounted  to  slightly  more  than  $60  mil¬ 
lion  in  1974  (the  latest  year  available). 
The  companies  engaged  in  public  land 
mobile  radio  service  provide  mobile 
radio/ telephone  service,  paging  services, 
rural  radio  services,  and  air/ground 
service. 

114.  The  international  commimications 
satellite  carrier  shown  in  Table  n-1,  is 
the  Communications  Satellite  Corpora¬ 
tion  (COMSAT),  As  seen  in  the  table, 
COMSAT’S  operating  revenues  and  gross 
plant  have  grown  significantly  since  1965. 


The  bulk  of  COMSAT’s  revenues  are  de¬ 
rived  from  services  it  provides  to  U.S. 
commimications  common  carriers.  These 
carriers,  in  turn,  provide  communica¬ 
tions  services  to  the  put^c  between  the 
U.S.  and  foreign  points  and  between  the 
forty-eight  contiguous  U.S.  states  and 
certain  offshore  points. 

F.  SUMMARY 

115.  We  have  here  set  forth  a  basic 
overview  and  description  of  the  struc¬ 
ture  of  the  United  States  telecommuni¬ 
cations  industry,  with  particular  em¬ 
phasis  on  those  sectors  of  the  Industry 
that  are  the  principal  oooeem  of  this 
report — the  telephone  eompanies,  the 
interconnect  companies,  and  the  other 
common  carriers.  As  shown  in  Table  I, 
and  previously  discussed,  the  telephone 
sector,  and  particularly  the  Bell  System, 
dominate  the  telecommunications  indus¬ 
try  in  the  United  States.  Not  only  does 
the  telephone  sector  provide  all  of  the 
moncHPOly  local  and  toll  telephone  service 
in  the  United  States,  it  also  provides  the 
bulk  of  all  other  teleocxuniunications 
services  to  the  nation.  In  1975,  almost  97 
percent  of  the  operating  revenues  of  the 
telecommunications  indintry  was  gen¬ 
erated  by  the  telephone  seetor  (81.5  per¬ 
cent  by  Bell) ,  which  also  aaeounted  for 
97  percent  of  the  gross  plant  (78.8  per¬ 
cent  by  Bell) .  In  conhrast,  the  combined 
op>erating  revenues  of  me  interconect 
companies  and  the  odher  eotnmon  car¬ 
riers  were  about  0.5  percent  of  the  total 
telecommunications  industry’s  revenues 
in  1975." 

III.  OVERALL  ECONOMK  EFFECTS  OF 

COMPETITION 

116.  In  evaluating  the  economic  effects 
of  compeition  in  the  telecoKununlcations 
industry,  we  first  look  at  historical  de¬ 
velopments  since  the  Introduction  of 
competitive  private  line  and  terminal 
equipment  suppliers  in  1968-69.  We  shall 
also,  in  this  section,  examine  those  com¬ 
ments  and  studies  which  deal  with 
alleged  overall  effects  of  comp>etition  in 
the  future.  Comments  dealing  in  more 
detail  with  the  individual  effect  of  private 
line  or  terminal  equipment  ecwnpetition 
are  treated  separately  in  subsequent 
parts  cff  our  report. 

A.  HISTORICAL  RESULTS 

117.  The  telephone  company  revenues 
lost  to  private  line  and  interconnect  com- 
petiticm  to  date  have  been  riearly  mini¬ 
mal  or  nonexistent.  Thble  m-l  and  Fig¬ 
ures  1  and  2  below,  a  consolidation  of 
data  previously  discussed,  hi  part,  in  con¬ 
nection  with  the  present  industry  struc¬ 
ture,  illustrate  telecommunications  mar¬ 
ket  developments  in  the  competitive  era 
since  1968-69.  In  a  telecommunications 
market  which  produced  $36.3  billion  in 
annual  revenues  during  1975,  the  tele¬ 
phone  industry  received  $85.1  billion,  or 
about  97.0  percent  of  the  total,  while  the 
competitive  industry  received  $194  mil- 


Data  on  gross  plant  ol  the  interconnect 
companies  and  other  common  carriers  as  a 
percent  of  total  gross  plant  of  the  telecom¬ 
munications  Industry  are  not  available. 
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lion,  or  0.5  percent  of  the  total.  Consider¬ 
ing  only  the  private  line  and  terminal 
equipment  submarkets — the  principal 
areas  open  to  competition — the  telephone 
industry  received  $4.1  billion  or  95.5  per¬ 
cent,  as  compared  with  the  $194  million 
or  4.5  percent  received  by  the  competi¬ 
tive  industry.  Furthermore,  telephone  in¬ 
dustry  revenues  from  the  competitive 
market  area  are  and  have  been  increas¬ 
ing  each  year — ^by  $373  million,  or  almost 
twice  the  total  annual  revenues  of  the 
competitive  industry,  in  1975  alone.  Dur¬ 
ing  the  1969-74  period  since  “Carter- 
fone,”  the  Bell  System’s  annual  revenues 
for  terminal  equipment  alone  have  in¬ 
creased  by  $1,046  billion.  Even  the  an¬ 
nual  growth  rate  of  telephone  industry 
revenues  for  terminal  equipment  has 
been  higher  in  the  post-“Carterfone” 
era — 14.2  percent  vs.  13.4  percent. 

118.  The  telephone  industry  contends 
that  any  revenues  received  by  its  com¬ 
petitors  constitute  a  revenue  loss  to  the 
industry,  and  uses  this  as  a  measure  of 
economic  impact.  Such  a  concept  of  rev¬ 
enue  loss  and  economic  impact  requires 
careful  review.  In  any  stationary  com¬ 
petitive  market,  one  or  more  entities 
must  “lose”  revenues  to  the  successful 
competitor  for  a  particular  customer  in 
this  sense.  Indeed,  were  this  not  so  the 
market  would  not  be  “competitive.”  How¬ 
ever,  aU  competitors  can  gain  revenues  in 
a  growing  market,  and  if  the  presence  of 
competition  increases  total  demand,  all 
competitors  may  profit  by  the  presence  of 
competition.  The  issues  of  concern  in  this 
proceeding  are  whether  any  so-called 
“losses”  are  of  suflBcient  magnitude  to 
threaten  the  telephone  industry’s  ability 
to  cover  its  embedded  costs  of  providing 
these  services,  or  otherwise  impact  on  the 
rates  for  other  services  such  as  local 
exchange. 

119.  As  indicated,  telephone  industry 
revenues  for  competitive  services  are  in¬ 
creasing  by  substantial  increments  each 
year,  despite  the  growing  revenues  of  its 
competitors.  Clearly,  the  overall  market 
is  expanding  at  a  substantially  faster 
pace  than  are  the  competitive  revenues, 
and  the  telephone  industry  is  suffering 
no  net  loss  in  revenues  to  its  competi¬ 
tors,*'  Presumably,  these  increased  rev¬ 
enues  are  covering  both  the  embedded 
costs  and  any  additional  costs  required 
to  serve  the  expanding  market;  other¬ 
wise,  the  telephone  industry  would  be 
unwise  to  expand  its  capacity  to  satisfy 
this  demand,  rather  than  leaving  it  to  the 
competition. 

120.  Looking  to  the  immediate  future, 
it  is  readily  apparent  that  the  telephone 
industry  can  suffer  no  net  revenue  loss 
due  to  competition.  In  order  to  satisfy 


*'  In  Part  HI  of  our  report  we  find  it  likely 
that  terminal  equipment  competition  has 
stimulated  demand  to  such  an  extent  that 
both  the.  telephone  industry  and  its  compet¬ 
itors  have  realized  net  revenue  increases 
which  would  not  otherwise  have  occurred. 
Indeed,  annual  industry  revenues  are  some 
$150  million  higher  than  they  would  have 
been  had  they  continued  at  the  pre-Carter- 
fone  growth  rate.  Nor  would  it  be  unreason¬ 
able  to  assume  that  the  additional  usage  of 
the  network  resulting  from  the  larger  volume 
of  terminal  equipment  connected  thereto 
has  indirectly  produced  additional  increases 
in  telephone  Industry  revenues. 


all  the  growth  in  demand  for  competitive 
services — and  thus  arrest  the  telephone 
industry’s  own  grovyth  in  this  area — the 
competitive  industry  would  have  needed 
to  increase  its  1974  revenues  frcun  $114 
million  to  $567  million — the  sum  of  its 
actual  revenues  of  $194  million  and  the 
telephone  industry’s  increase  in  competi¬ 
tive  revenues  of  $373  million.  (See  'Table 
III-l,  Col.  3,  below.)  This  it  did  not  do, 
by  a  wide  margin,  and  there  is  clearly 
little  prospect  that  it  can  do  so  within 
the  foreseeable  future — and  each  year 
the  differential  increases.**  Accordingly, 
one  cannot  foresee  a  time  when  telephone 
industry  revenues  for  competitive  serv¬ 
ices  will  cease  to  increase — much  less 
either  decline  or  disappear — due  to  com¬ 
petition. 

121.  Revenue  effects  alone  do  not  pro¬ 
vide  the  sole  measure  of  economic  im- 
pact-T-even  if  one  could  accept  the  valid¬ 
ity  of  the  “revenue  loss”  concept.  Any 
business  allegedly  lost  by  the  telephone 
industry  also  involves  costs  which  must 
be  deducted  from  any  revenue  loss  figure 
to  arrive  at  a  meaningful  measure  of  the 
net  loss.**  As  we  find  in  our  detailed 
analysis  of  the  telephone  industry  studies 
filed  for  the  proceeding,  the  carriers  have 
not  provided,  in  connection  with  their 
revenue  loss  claims,  the  cost  data  re¬ 
quired  to  determine  the  net  economic 
effect  of  any  business  lost  to  its  competi¬ 
tors.  Indeed,  we  find  substantial  evidence 
that  in  some  cases  revenues  for  some 
competitive  services  such  as  PBX  and 
KTS  terminal  equipment  are  not  cover¬ 
ing  their  full  costs.  Further,  as  found  in 
Docket  No.  18128,  Bell’s  interstate  private 


One  could  argue,  of  course,  that  the 
telephone  Industry  experienced  a  lower  per¬ 
centage  growth  rate  than  did  its  competitors 
in  1975,  as  a  basic  telephone  industry  con¬ 
cern.  It  is  indeed  true  that  the  $28  million 
revenue  Increase  (from  $7.0  million  to  $35.0 
million)  for  the  specialized  carrier  industry 
represents  a  very  large  percentage  growth 
rate.  It  Is  a  well-known  principle  of  mathe¬ 
matics  that  even  moderate  Increases  on  a 
small  initial  base  appear  as  large  percentage 
increases.  It  is  also  customary  for  start-up 
operations  to  exhibit  high  initial  percentage 
growth  rates.  The  firm  with  $1  million  in 
revenues  the  first  year,  which  receives  $2 
million  the  following  year,  can  be  said  to  have 
growth  by  100  percent  (using  revenues  as  a 
measure  of  size);  but  one  certainly  cannot 
expect  the  same  firm  to  continue  this  100 
percent  growth  rate,  doubling  its  annual 
revenues  in  succeeding  years  to  $4,  8,  16,  32, 
64  millions,  etc.  Likewise,  one  cannot  expect 
the  specialized  carrier  or  terminal  equip¬ 
ment  industries  to  maintain  their  Initial 
growth  rates.  We  consider  this  point  further 
in  our  sections  dealing  with  Interconnect 
and  private  line  competition  individually. 

“One  might  argue,  on  an  abstract  basis, 
that  such  business  losses  could. result  in  idle 
plant  and  capacity  whose  basic  costs  would 
remain.  However,  since  the  telephone  in¬ 
dustry  is  experiencing  annual  increases  in 
all  market  areas  which  substantially  exceed 
the  annual  growth  of  their  competitors,  such 
arguments  are  invalid  in  this  factual  situa¬ 
tion.  These  are  “avoidable  costs”  to  the  tele¬ 
phone  Industry:  it  need  only  refrain  from 
making  the  additional  investments  and  In¬ 
curring  the  additional  expenses  which  would 
be  required  to  satisfy  this  increment  of 
growth,  rather  than  absorb  the  costs  of  any 
idle  capacity  or  equipment.  Also,  most  inter¬ 
city  telephone  plant  can  be  used  Intor- 
ohangeably  for  most  telephone  company 
services. 


line  services  are  underpriced  and  recipi¬ 
ents  of  subsidy  from  basic  telephcme 
users.*®  Under  such  circumstances,  any 
loss  of  such  non-compensatory  business 
to  competitors  would  obviously  benefit, 
rather  than  harm,  the  users  of  other 
services. 

122.  However,  even  if  the  carriers  were 
realizing  a  significant  “profit”  on  these 
services,  the  net  ^onomic  effect  of  any 
business  diversion  would  be  substantially 
less  than  the  $194  million  gross  revenue 
figure.  Typically,  about  64  percent  of  the 
revenues  collected  for  a  common  carrier 
service  are  required  to  cover  operating 
expenses,  about  17  percent  for  taxes, 
while  the  remaining  19  percent  covers  the 
return  on  investment  or  “profit”.**  All 
these  cost  categories  would  normally  be 
eliminated  in  the  case  of  any  business 
lost  to  competition.  But  the  telephone 
industry  contends,  in  effect,  that  the  re¬ 
turn  on  investment  for  competitive  serv¬ 
ices  is  in  fact  greater  than  normal — by 
some  unspecified  amount — resulting  in 
an  additional  profit  in  excess  of  the  cost 
of  capital.  To  evaluate  the  significance  of 
this  claim,  one  might  postulate  that,  as 
an  upper  bound,  as  much  as  one-half  the 
19  percent  return  share  from  competitive 
services — i.e.,-  about  10  percent  of  gross 
revenues  from  such  services — represents 
such  an  “excess  profit”  beyond  the  nor¬ 
mal  return  on  investment.  Even  in  this 
hypothetical  situation,  the  net  effect  of 
any  loss  of  private  line  or  terminal 
equipment  business  would  be  at  most 
about  $20  million  (10  percent  of  $194 
million)  or  less  than  0.06  percent  of  the 
telephone  industry’s  total  annual  reve¬ 
nues.  Clearly,  such  a  small  increment — 
assuming  it  exists  at  all — could  have  had 
no  discernible  impact  on  basic  telephone 
rates. 

123.  Moreover,  as  we  have  noted,  reve¬ 
nues  alone  are  not  the  complete  measure 
of  the  historical  impact  from  competition 
or  the  sole  measure  of  an  industry’s  long¬ 
term  potential.  One  can  also  look  to  over¬ 
all  profitability.  Here  too,  telephone  in¬ 
dustry  results  in  recent  years  far  over¬ 
shadow  those  of  its  competitors.  During 
1975,  according  to  AT&T’s  annual  report 
to  shareholders.  Bell  System  net  income 
was  $3.15  billion,  providing  a  return  on 
equity  (“profit”  to  stockholders)  of  9.83 
percent.  For  the  independent  (i.e.,  non- 
Bell)  telephone  industry,  the  cor¬ 
responding  results  were  $747  million  and 
9.0  percent  resepctively.  While  composite 
data  on  the  terminal  equipment  industry 
are  not  readily  obtainable,  comparable 
data  for  the  private  line  competitors  (in¬ 
cluding  domestic  satellites)  were  as  fol¬ 
lows:  $51.3  million  in  annual  revenues, 
$120.8  million  in  annual  expenses,  for  a 
net  loss  of  $69.5  million,  or  approxi¬ 
mately  15  percent  loss  on  net  investment 
of  some  $400  million.*® 


“  See  Final  Decision,  Docket  No.  18128,  FCC 
76-886,  the  findings  and  conclusions  of 
which  are  incorporated  herein  by  reference. 

»  Public  utility  rates  are  generally  designed 
to  produce  revenues  sufficient  to  recover  the 
expenses  of  providing  service,  including  a  re¬ 
turn  on  capital  Investment  (“profit”)  suffi¬ 
cient  to  attract  necessary  capital.  The  pw- 
tlcular  levels  cited  here  are  typical  of  tele¬ 
phone  industry  operations  as  reported  to  the 
FCC. 

“Sources:  FCC  Form  P  and  special  carrier 
reports. 
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124.  Financial  reports  of  the  telephone 
industry  universally  belie  any  competi¬ 
tive  impact  to  date.  The  Bell  System, 
GTE,  CTC,  and  UTS,  which  comprise 
95  percent  of  the  industry  are  financially 
sound  and  enjoying  improved  earnings. 
The  common  stock  of  these  companies 
has  for  a  considerable  period  been  sell¬ 
ing  above  book  value.  Earnings  per  share 
of  AT&T  common  stock  during  the  first 
six  months  of  1976  were  at  an  annual¬ 
ized  level  of  $5.89  as  compared  with  $5.04 
for  the  comparable  period  of  one  year 
earlier.  Operating  income  in  the  first  six 
months  of  1976  showed  an  18.1  percent 
increase  over  the  first  six  months  of 

1975. “  The  GTE  companies  are  doing 
well  also.  Net  income  from  telephone 
operations  in  the  second  quarter  of  1976 
was  $100.2  million  and  in  the  correspond¬ 
ing  1975  E>eriod  $89.7  million.  Further¬ 
more,  the  annual  growth  rate  in  GTE  net 
income  (telephone)  from  1971  to  1975 
was  14.5  percent.  Earnings  per  share 
rose  16.6  percent  from  the  second  quar¬ 
ter  of  1975  to  the  corresponding  quarter 
of  1976.®*  Net  income  of  the  Continental 
Telephone  Company  ((JTC)  was  $13.6 
million  in  the  second  quarter  of  1975  and 
$16.3  million  in  the  second  quarter  of 

1976,  a  rise  of  19.55  percent.  Over  the 
same  periods,  earnings  per  share  of  com¬ 
mon  stock  rose  17.65  percent.''®  In  the  case 
of  the  United  Telecommunications  Sys¬ 
tem  (UTS)  earnings  in  the  second  quar¬ 
ter  of  1975  were  $21.8  million  and  in  the 
second  quarter  of  1976  $26.5  million.  Be¬ 
tween  these  two  periods  earnings  per 
share  of  common  stock  rose  20  percent.®* 
Since  Bell  and  the  other  systems  cited  to¬ 
gether  account  for  more  than  95  percent 
of  the  revenues  in  the  telephone  indasti’y, 
we  find  it  reasonable  to  conclude  that  the 
industry  is  in  a  healthy  condition  and  we 
foresee  no  significant  obstacles  arising 
from  competition  to  the  continuance  of 
this  growth  and  prosperity.  It  follows 
that  the  telephone  industry  claims  of 
dire  financial  consequences  due  to  com¬ 
petition  cannot  be  accepted  as  valid. 

125.  Thus,  the  historical  revenue,  earn¬ 
ings  and  rate  effect  data  set  forth  above, 
and  the  further  data  set  forth  in  those 
sections  of  our  report  which  deal  indi¬ 
vidually  with  interconnect  and  private 
line  competition,  indicate  no  discernible 
adverse  impact  on  telephone  industry 
revenues  and  basic  local  telephone  rates 
to  date,  and  very  little  likelihood  of  any 
adverse  impact  in  the  foreseeable  future. 


“Bell  System,  C.R.  51 — No.  1,  June  1976,  as 
filed  with  the  PCC.  For  the  3-month  period 
ending  August  31,  1976,  AT&T  earnings  in¬ 
creased  by  25  percent  to  $1.01  billion  from 
the  $810.2  million  reported  at  the  same 
time  a  year  ago.  For  the  12-month  period 
ended  August  31,  earnings  rose  16  percent  to 
$3.59  million,  or  $5  74  per  share,  from  $3.10 
billion  or  $5.10  a  share,  the  year  before.  Wall 
Street  analysts  expect  full -year  results  to 
exceed  the  latest  12-month  figure  and  fore¬ 
cast  per  share  earnings  of  $5.88  to  $6  for  1976. 
Wall  Street  Journal,  September  16,  1976,  p.  3. 

Moody’s  Public  Utilities,  Vol.  48.  and 
General  Telephone  &  Electronics,  Annual  Re¬ 
port,  1975,  p.  24. 

“  Moody’s  Public  Utilities,  Vol.  48. 

“Ibid. 


Table  III-l. — Telct  oiHtnunicafion.'t  hidiDttry  Mtatiist'K-a 


[Dollar  ainuuiits  in  irillious] 


1975  revenues 

Percent  of  total 
industry 

increase  over 
1974 

1.  Total  industry . 

$36,313 

100.0 

$3,836 

Bell  System . 

29,  .581 

81.5 

2,820 

Independent  telcos . l . 

5,  .500 

15.1 

786 

Competitive  industries . . . 

194 

.5 

80 

Other  (telegraph,  public  land  mobile) . 

1,U38 

2.9 

'  1.50 

2.  Telephone  indr  stry . 7 . 

35,081 

96i6 

3,606 

(a)  Monopoly  services-.. . . . 

31,004 

8,5.4 

3,233 

Local  exchange. . 

13, 82i 

38.1 

1,213 

Interstate  toll  (MTS,  W.ATS) . 

9. 176 

25.3 

1,074 

Intrastate  toll  (MTS,  \5  .AT.S,  private  line) _ 

6,868 

18.8 

8.54 

Miscellaneous  revenues . 

1,138 

3.2 

92 

tb)  t'oiupetitive  services . 

4,077 

11.2 

373 

PBX  and  KTS . 

3,060 

8.4 

296 

Interstate  private  line . . . . . 

1,017 

28 

77 

3.  (’onuKhitive  industry . 

lt)4 

.5 

80 

Interconnect  (PBX  and  KTS)  L... . 

143 

.4 

;f6 

Specialized  carrier . 

35 

.1 

28 

Satellite  carrier . . . . . 

16 

(») 

16 

*  Estimate. 

*  Due  to  the  diverse  struiture  and  inarketinif  arrangements  (e.R.,  sale  versus  leas»)  of  the  independeiit  terminal 
equipment  industry,  revenue  data  direvlly  comparable  to  that  of  the  telephone  industry  is  not  readily  available. 
The  figtires  presented  here  consist  of  $130,200,00(1  in  revenues  which  A.T.  &  T.  contends  it  would  have  received  in 
lii7.5,  had  it  provided  all  the  tenninal  e<inipinent  actually  provided  by  nonteloo  suppliers;  phis  our  jwo  rata  estimate 
of  a  comparable  figure  for  the  inde|M>ndeii(  teb  plioiie  industry  ($12,700,000), 

*  Neglieeiit,  '  r 


(l)  Total  Industry  Operating  Revenues 
(iS  Total  Bell  Operating  Revenues 
O)  Monopoly  Service  Toll  (Interstate 
and  Intra-statc ,  MTS  and  VATS) 
{*()  Total  Coini>etitive  Mar)<ct 
(PIS  t  PBX  ♦  KT3) 


t5)  Total  PBX  +  KTS 

(6)  Bell  "BX  +  KTS 

(7)  Total  PLS 

(8)  Bell  PLS 

(9)  IC*3  (PBXtKTS)  +  SCO's 
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ices  and  terminal  equipment  leases  such 
that  basic  telephone  service  rates  are 
kept  lower."  We  will  briefly  review  gen¬ 
eral  accounting  and  economics  ap¬ 
proaches  that  are  used  to  evaluate  the 
revenue/cost  relationship  in  a  multi¬ 
product  Arm,  as  a  basis  for  evaluating 
Bell’s  EDC  study  which  is  an  attempt  to 
show  current  contributions.  In  order  to 
determine  whether  the  revenues  received 
from  each  of  several  products  or  serv¬ 
ices  provided  by  a  single  Arm  equal  or 
exce^  the  cost  of  providing  each  serv¬ 
ice,  one  customarily  identifies  (to  the 
maximiun  feasible  extent)  all  the  di¬ 
rect  costs  associated  with  each  service, 
pljis  an  appropriate  share  of  any  re¬ 
maining  costs.  What  constitutes  an  “ap¬ 
propriate  share”  of  such  costs  for  each 
service  is  a  subject  of  considerable  de¬ 
bate.  Such  costs  may  be  assigned  on 
the  basis  of  comparative  volumes  of  serv¬ 
ice  provided;  initial  causation;  relative 
usage  of  common  facilities  and  produc- 
'tion  factors;  various  marginal  or  incre¬ 
mental  cost  effects;  comparative  de¬ 
mand  elasticities;  etc.  Some  costs  may 
not  be  explicitly  assigned  to  individual 
service  or  product  lines,  but  may  re¬ 
main  as  common  or  joint  costs,  'l^at- 
ever  the  particular  method  of  alloca¬ 
tion  and  assignment,  however,  certain 
basic  facts  must  be  considered.  First,  in 
the  long  nm,  all  such  costs  must  ulti¬ 
mately  be  covered  by  revenues  from 
some  source  if  the  firm  is  to  remain  sol¬ 
vent.  Second,  each  service  normally  con¬ 
tributes  In  some  manner  and  to  some 
degree  to  such  costs,  which  would  be  low¬ 
ered  by  the  reduction  or  elimination  of 
that  service.  And  third,  the  proper  iden¬ 
tification,  classification,  and  assignment 
of  both  direct  and  “overhead”  costs  is 
essential  to  any  determination  as  to 
whether  a  service’s  revenues  are  covering 
its  properly  attributable  costs — and  cor¬ 
respondingly,  whether  users  of  other 
services  provided  by  the  firm  would 
either  benefit  or  be  harmed  if  it  were  to 
lose  business  in  that  service  to  competi¬ 
tors. 

129.  In  Its  1974  EDC  study,"  AT&T 
has  assigned  slightly  more  than  half  of 


B.  AT&T’s  “contribution”  conceit 

126.  ’The  telephone  industry  contends, 
however,  that  any  revenues  received  by 
its  competitors — whether  in  satisfaction 
of  existing  or  new  demand — will  have  an 
adverse  impact  on  the  rates  charged  by 
the  telephone  industry  for  other  services 
(e.g.,  local  exchange  service).  This  will 
result,  according  to  industry  claims,  be¬ 
cause  the  revenues  they  receive  from 
competitive  services  make  a  “contribu¬ 
tion”  above  and  beyond  the  direct  costs 
of  providing  such  services,  which  helps 
to  support  basic  telephone  services.  We 
shall  examine  the  general  claims  and 
principles  concerning  the  “contribution” 
concept  in  this  section,  although  exam¬ 
ples  of  this  concept  related  separately 
and  specifically  to  specialized  carrier  and 
interconnect  competition  will  be  treated 
in  those  sections  of  the  report. 

127.  The  principal  study  relied  upon 
by  the  telephone  industry  in  support  of 
its  contention  that  basic  telephone  serv¬ 
ices  are  recipients  of  “contribution”  from 


competitive  services,  is  AT&T’s  “Em¬ 
bedded  Direct  Cost  Study”,  (EDC) . 
AT&T’s  EDC  study  is  the  source  of  in¬ 
dustry  claims  that  competition  could 
cause  as  much  as  a  72  percent  increase 
in  residential  telephone  rates.  Before  we 
set  forth  our  analysis  of  this  study  we 
note  the  quoted  impact  figure  represents 
neither  an  actual  nor  a  forecast  result — 
it  is  entirely  hypothetical.  That  is,  the 
study  merely  postulates  that  if  the  Bell 
System  were  to  lose  all  revenue  contribu¬ 
tions  from  certain  service  categories — 
without  assessing  either  the  likelihood  or 
even  the  mechanism  through  which  such 
an  event  could  occur — then  the  residen¬ 
tial  rates  would  have  to  be  increased  by 
the  stated  amount  in  order  to  cover  total 
costs  (which  the  study  further  assumes 
would  not  be  reduced  concurrently  with 
any  loss  of  revenues) . 

128.  AT&T  attempts  in  Bell  Ex.  No. 
1,  its  EDC  study,  to  demonstrate  that 
basic  telephone  services  benefit  from  the 
revenues  derived  from  private  line  serv- 


®^AT&T  has  submitted  two  updates  of  its 
original  Ex.  No.  1  which  was  for  the  year 
1973:  Ex.  No.  1-A  is  a  1974  EDC  Study  and 
Ex.  1-B  is  a  1975  EDC  Study.  Bell  claims  the 
1974  and  1975  EDC  studies  corroborate  its 
original  1973  study.  T+E  prepared  a  detailed 
analysis  of  Bell’s  EDC  studies  which  will  be 
made  available  at  a  later  date.  Basically, 
T+E  finds  that  the  general  methodology 
and  assumptions  relied  upon  by  Bell  in  its 
EDC  analysis,  as  identified  in  our  discus¬ 
sion,  are  invalid.  See  T+E  Deliverable  G, 
pp.  10-33.  In  addition,  T+E  finds  numerous 
deficiencies  in  the  manner  in  which  Bell 
develops  Joint  (access)  costs,  joint  (access) 
expenses,  common  costs  and  capacity  costs, 
and  identifies  further  problems  with  respect 
to  Bell’s  assignment  of  costs  to  the  common 
category. 

“  Bell’s  1975  EDC  study  is  based  upon  the 
same  methodology  employed  by  Bell  in  its 
1973  and  1974  EDC  studies.  Our  conclusions 
herein  are  therefore  applicable  to  all  three 
studies.  The  revenue  and  cost  figures  uti¬ 
lized  by  Bell,  and  the  claimed  results,  in 
the  respective  studies  vary  insignificantly 
and  thus  1974  figures  provide  an  accurate 
picture  of  Bell’s  claims. 
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its  total  operating  costs  among  three 
broad  categories  of  service,  as  indicated 
in  the  following  table.  The  remaining 
costs,  which  Bell  characterizes  as  either 
“joint”  or  “common”  costs  of  production, 
have  not  been  allocated  or  assigned  to 
particular  services  or  categories  of  serv¬ 
ice,  according  to  any  of  the  criteria  pre¬ 
viously  mentioned: 

[In  millions  of  $] 


Service  Category:  Cost 

Local  Telephone  Service _  $3, 820 

Intrastate  Service _  7, 810 

Interstate  Service _  3, 930 

Total  (57  pet.) .  14,160 

Unassigned  Costs: 

Joint  Costs _ _ _  6, 400 

Common  Costs _  4, 870 

Total  Unasslgned  Costs  (48 

pet.) _  10, 670 

Total  costs  (100  pet.) _  24,830 


Having  thus  assigned  only  57  percent  of 
its  total  costs  of  operation  to  three  major 
service  categories,  AT&T  then  proceeds 
to  identify  the  total  revenues  for  each  of 
these  categories,  as  follows: 

[In  millions  of  $  ] 


Service  Category:  Revenues 

Local  Telephone  Serv  ice _  $8, 290 

Intrastate  Service _  10, 440 

Interstate  Service _  6, 100 

Total  Revenues _  24,  830 


Next  AT&T  subtracts  the  assigned  costs 
for  each  service  category  from  the  total 
revenues  from  that  category,  producing 
a  result  which  it  terms  a  “contribution” 
toward  the  coverage  of  unasslgned  costs: 


Assigned 

Revenue 

Cost  Contribution 

Local  telephone  service. 

8,290 

3,620 

4,670 

Intrastate  service . 

10,440 

7,610 

2,830 

Interstate  service . 

6,100 

2,930 

3,170 

Finally,  AT&T  postulates  that  if  it  were 
to  lose  all  contributions  from  all  services 
other  than  local  telephone  services,  the 
rates  for  local  telephone  service  would 
have  to  be  increased  by  an  average  of  72 
liercent  to  cover  all  unassigned  costs.* 
This  number  is  obtained  by  combining 
the  figures  identified  as  “contributions” 
from  Interstate  and  Intrastate  services 
($2,830  million+$3,170  million)  and 
dividing  the  result  ($6,000  million)  by 
the  1974  revenues  from  Local  Telephone 
Service  ($8,290  million). 

130.  In  the  following  analysis,  we  will 
examine  the  elementary  logic  of  AT&T's 
“contribution”  concept,  as  well  as  the 
various  assumptions,  data,  and  interpre¬ 
tations  of  the  study.  In  particular,  we 
will  attempt  to  determine  whether  Bell’s 
“contribution”  concept  provides  any 
meaningful  information  concerning  the 
existence  or  extent  of  any  cross-subsidies 
among  Bell’s  monopoly  and  competitive 
service  offerings,  or  the  potential  effects 

In  its  1975  FDC  study  Bell  postulates  the 
percentage  Increase  to  be  78  percent.  Bell  Ex. 
No.  1-B,  p.  6. 


of  any  competitive  business  losses  on  the 
rates  for  monopoly  services.  We  will  also 
examine  the  relevance  of  Bell’s  selection 
of  service  categories  and  the  assignment 
of  costs  thereto  to  the  issue  of  competi¬ 
tive  impact.  AT&T’s  definition,  identifi¬ 
cation,  and  assignment  of  various  cost 
elements  will  be  reviewed  for  consistency 
and  relevance.  Finally,  we  will  assess  the 
logical  foundations  for  and  validity  of 
AT&T’s  final  postulate  regarding  the 
potential  loss  of  all  contributions  from 
other  than  Local  Telephone  Services, 
and  the  potential  effects  thereof  on  local 
telephone  rates. 

131.  Contribution.  As  noted,  AT&T 
uses  the  term  “contribution”  to  signify 
the  amount  by  which  the  revenues  for  a 
particular  service  category  exceed  Its  as¬ 
signed  costs.  At  the  outset,  one  must 
question  the  fimdamental  logic  and  as¬ 
sumptions  of  the  “contribution”  concept. 
As  we  have  noted,  while  certain  expenses 
of  operation  in  a  multi-product  or  multi¬ 
service  finn  are  frequently  incurred  as 
“joint”  or  “common”  costs  attributable 
to  more  than  one  service  (e.g.,  land, 
buildings,  management,  sales,  etc.),  the 
fact  remains  that  the  overall  level  of 
such  expenses  is  generally  dependent  on 
the  quantity  of  each  product  or  service 
supplied. 

132.  According  to  some  public  utility 
ratemaking  theories,  such  costs  should  be 
apportioned  among  all  services  on  the 
basis  of  relative  usage  or  business  volume. 
Other  theories  hold  that  only  the  amount 
by  which  such  costs  would  be  reduced  if  a 
particular  service  were  eliminated  can  be 
assigned  to  that  service.  At  a  minimum 
each  service  has  a  cause  and  effect  re¬ 
sponsibility  for  some  portion  of  any  such 
joint  and  common  costs.*  In  failing  to 
make  any  such  assignment  of  these  costs 
to  particular  service  categories,  AT&T’s 
“contribution”  concept  falls  to  provide 
any  meaningful  assessment  as  to  whether 
the  revenues  from  each  category  are  cov¬ 
ering  its  properly  attributable  costs : 
Each  service  could,  in  fact,  show  a  sub¬ 
stantial  “contribution”  even  though 
none  was  covering  its  own  costs  and  they 
were  not  collectively  covering  the  firm’s 
total  costs.*  In  fact,  if  the  revenues  for 


«>T+E  finds  that  basic  service,  under  tJie 
Bell  methodology  and  on  a  proportionate 
basis,  made  a  greater  “contribution”  towards 
covering  Joint  and  common  costs  than  other 
services.  One  would  suppose  that  just  the 
opposite  conclusion  would  pertain  if  Bell’s 
"contribution”  concept  had  any  validity, 
supra,  n.  57. 

"The  U.S.  Supreme  (Jourt  recognized  a 
solution  to  allocating  common  costs  in  the 
Minnesota  Rate  Cases,  30  U.S.  352  (1913), 
wherein  it  adopted  the  principle  of  alloca¬ 
tion  on  the  basis  of  relative  use.  The 
principle  was  extended  to  telephony  in  Smith 
v.  Illinois  Bell.  212  U.S.  133,  154  (1930).  Ac¬ 
cordingly,  the  NARUC-PCC ,  ^parations 
Manual,  Part  67  of  the  Commission  Rules,  47 
CPR  Part  67,  allocates  revenue  requirements 
between  Interstate  and  Intrastate  on  the 
basis  of  direct  assignment  where  possible, 
and  on  the  basis  of  relative  use  otherwise. 
While  there  is  dispute  over  some  of  the  rela¬ 
tively  minor  details  of  the  formula,  we  are 
aware  of  no  claims  that  the  Separations 


each  of  the  service  categories  In  the  EDC 
study  covered  just  its  assigned  costs  plus 
a  small  contribution,  the  total  enterprise 
would  operate  at  a  43  percent  deficit.  A 
“contribution”  concept  which  permits 
such  an  unrealistic  analytical  result  4)ro- 
vides  no  meaningful  Information  con¬ 
cerning  the  effect  which  any  loss  of 
business  in  one  service  category  would 
have  on  total  costs,  net  income,  or  the 
rate  and  revenue  requirements  for  other 
services.  In  short,  one  singly  cannot  de¬ 
termine  through  AT&T’s  “contribution” 
analysis  whether  loss  of  business  in  one 
service  category  would  result  in  higher 
rates  for  other  services  (because  the 
revenues  for  the  former  service  had  been 
exceeding  its  properly  attributable 
costs) ;  or  lower  rates  for  other  services 
(because  revenues  from  the  lost  business 
were  failing  to  cover  its  properly  attrib¬ 
utable  costs).* 

133.  Service  categories.  In  its  study, 
AT&T  has  divided  its  total  range  of  com¬ 
munications  services  into  3  broad  cate¬ 
gories:  Local  Telephone  Service,  Inter¬ 
state  Services,  and  Intrastate  Services 
(other  than  basic  exchange).  Since  the 
apparent  objective  of  the  study  is  to 
demonstrate  that  any  loss  of  business  or 
revenues  in  competitive  markets  could 
adversely  impact  local  telephone  service 
rates,  one  would  expect  that  competitive 
service  offerings  would  be  clearly  seg¬ 
mented  from  monopoly  offerings  for  the 
purpose  of  such  analysis.  This  AT&T  has 
failed  to  do.  The  “Interstate”  and  “Intra¬ 
state”  service  categories  used  in  this 
study  each  incorporate  relatively  small 
competitive  markets  together  with  vast 
monopoly  markets,  without  separately 
identifying  their  respective  costs,  rev¬ 
enues,  or  “contributions.”  The  Inter¬ 
state  market,  as  defined  in  this  study, 
consists  of  the  two  long  distance  monop¬ 
oly  telephone  services  (MTS  and  WATS) , 
which  together  provided  $9,176  billion 
in  revenues  in  1975;  plus  the  interstate 
private  line  services,  which  accotmted  for 
only  $1,017  billion  in  revenues.  Similarly, 
the  Intrastate  market,  as  defined  herein. 

Mamial,  and  relative  use  methodology  basic 
thereto,  should  be  wholly  abandoned  or 
drastically  changed.  Further,  modern  ac¬ 
counting  also  allocates  common  costs  by  rela¬ 
tive  use.  When  a  modern  management  is 
concerned  as  to  whether  a  product  or  prod¬ 
uct  line  is  "paying  its  way”,  it  establishes 
a  “profit  center"  for  that  product  line  which 
Involves  allocation  of  costs.  Thus,  Bell’s 
failure  to  allocate  Joint  and  common  costs 
in  the  studies  it  provided  for  this  inquiry, 
thereby  understating  costs  associated  with 
particular  services,  is  contrary  to  long- 
established  principles  and  methodologies. 

Another  important  flaw  in  Beil’s  allo¬ 
cation  scheme  is  that  the  subsidy  flowing  to 
intrastate  services  from  int^tate  toll  via 
separations,  l.e.,  the  indirect  contribution, 
is  neglected.  The  costs  thus  shown  for  station 
equipment  appear  to  be  those  for  the  intra¬ 
state  portion  only.  Thus,  total  intrastate 
revenue  is  compared  to  only  80  percent  (on 
average)  of  the  cost.  Clearly  this  compariron 
is  misleading.  Total  revenue,  interstate  and 
intrastate,  should  be  eompated  with  total 
costs,  interstate  and  intrastate.  If  total  costs 
are  not  considered  the  result  Is  Invariably  an 
overstatement  of  contribution,  if  any. 
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Includes  statewide  long  distance  monop¬ 
oly  telephone  services  (MTS  and  WATS) , 
Intrastate  private  line  services  (also  a 
monopohr  In  most  states) ,  Yellow  Pages, 
and  a  variety  of  miscellaneous  monopoly 
services — in  addition  to  the  competitive 
terminal  equipment  market.• **  In  1975, 
the  Intrastate  monopoly  services  provided 
$6,868  billion  in  revenues,  while  the  com¬ 
petitive  terminal  equipment  market  pro¬ 
duced  $3,060  billion.  Thus,  of  the  $20,121 
billion  now  in  the  comb^ed  Interstate 
and  Intrastate  markets,  at  most  only 
$4,077  billion  or  20  percent  is  potentially 
subject  to  competition** — and  even  this 
overstates  the  competitive  market  in 
terms  of  real  entry  opportunities.  Since 
80  percent  of  these  two  markets  is  there¬ 
fore  protected  from  even  the  threat  of 
competitive  entry,  it  follows  that  no  eval¬ 
uation  of  either  the  real  or  potential 
ecimomlc  effect  of  competition  can  be 
made  on  the  basis  of  this  highly  aggre¬ 
gated  cost  and  revenue  data. 

134.  Cost  definition  and  assignment. 
We  have  previously  commented  on 
AT&T’s  failure  to  allocate  and  assign 
portions  of  general  overhead  costs  to 
each  service,  based  on  the  general  in¬ 
crease  in  such  costs  occasioned  by  the 
offering  of  the  service.  There  are,  in  addi¬ 
tion,  several  specific  cost  assignments 
which  appear  questionable.  While  the 
study  lac^  sufficient  delineation  of  all 
cost  items  to  permit  any  in-depth  cri¬ 
tique,  among  those  mentioned  one  must 
question  whether  the  cost  of  the  basic 
telephone  instrument  and  customer  line, 
tra^-lnsensitive  local  central  office 
equipment,  and  spare  switching  capac¬ 
ity,  properly  fall  within  the  unassigned 
cost  category.  Similarly,  one  must  ques¬ 
tion  whether  all  the  unstated  costs  asso¬ 
ciated  with  the  competitive  markets  (e.g., 
special  sales  and  marketing  efforts,  spe¬ 
cial  installation  and  maintenance  teams, 
special  research  and  development  ex¬ 
penses,  litigation  and  lobbying  expenses, 
etc.)  have  been  properly  attributed  to 
these  services.  Since  the  AT&T  study  is 
largely  silent  as  to  the  delineation  or 
justification  of  specific  cost  assignments, 
these  must  remain  as  unanswered — 
though  significant — questions  of  fact.** 

135.  Hypothetical  arguments.  The  pre¬ 
ceding  ob^rvations  challenge  the  valid¬ 
ity  of  the  “contribution”  concept,  the  de¬ 
lineation  of  service  categories,  and  the 
identification  and  assignment  of  specific 
cost  elements.  But  even  if  one  firmly  be¬ 


•  Thus,  we  are  unable  to  focus  our  analysis 
In  this  section  with  specificity  on  alleged  di¬ 
rect  contributions  to  basic  exchange  services 
from  vertical  services  such  as  PBX,  KTS,  etc. 

**  Excluding  any  cross-elasticity  effects. 

•Still  another  serlovis  problem  with  the 
Bell  study  Is  that  It  was  done  using  claimed 
rate  of  return  rather  than  an  actual  one. 
Since  the  claimed  rate  was  In  excess  of  the 
actual  rate  of  return  (In  the  study  at  hand) , 
revenues  were  less  than  total  costs.  We  dis¬ 
cuss  this  type  of  problem  to  some  extent  be¬ 
low  In  the  context  of  CTS’s  study  done  by 
Baer  and  Mitchell,  but  It  was  not  significant 
In  that  study,  wherein  It  was  overwhelmed  by 
the  even  more  serious  problem  of  the  Irre¬ 
concilability  of  the  accounts. 


lieved  in  the  methodology  and  data  em¬ 
ployed  in  deriving  the  basic  “contribu- 
tkm”  results,  AT&T’s  final  hypothetical 
argument  regarding  the  potential  loss  of 
all  contributions  from  services  other  than 
local  exchange  appears  to  violate  certain 
logical  rules.  As  previously  noted,  one  of 
these  rules  is  that  the  relevant  maiicet 
(i.e.,  the  market  actually  subject  to  com¬ 
petition)  should  be  properly  identified 
and  distinguished  from  monopoly  mar¬ 
kets  as  to  both  costs  and  revenues,  before 
attmpting  to  postulate  the  effects  of  com¬ 
petition  within  that  market.  This  AT&T 
has  failed  to  do,  leaving  these  small 
markets  instead  aggregated  with  the 
monopoly  Interstate  and  Intrastate  tele¬ 
phone  markets  which  are  not  subject  to 
competition.  One  cannot,  therefore,  re¬ 
sponsibly  postulate  that  competition 
could  in  any  way  result  in  the  loss  of  all 
“contribution”  from  the  Interstate  and 
Intrastate  service  categories. 

136.  Suppose,  however,  that  AT&T  had 
accurately  identified  the  relevant  market 
for  a  competitive  impact  analysis  (l.e., 
the  Interstate  private  line  and  terminal 
equipment  markets) ,  as  well  as  the  rele¬ 
vant  revenues  and  costs  associated  with 
these  markets.  The  question  would  then 
be,  through  what  mechanism  could  the 
event  postulated — i.e.,  the  loss  of  all 
“contributions”  from  this  market — actu¬ 
ally  occur,  and  what  would  be  the  like¬ 
lihood  of  such  an  event? 

137.  There  are  two  basic  means  by 
which  the  loss  of  all  “contributions” 
from  a  competitive  market  area  could 
occur.  First,  AT&T  could  lose  all  the 
business  to  its  competitlors.  Given  the 
history  of  competition  to  date,  this  out¬ 
come  would  seem  high^  unlikely.  But 
even  if  one  merely  wishes  to  speculate 
about  such  an  occmrence,  it  would  have 
to  be  recognized  that  this  would  be  ac¬ 
companied  by  substantial  reductions  in 
both  assigned  and  unassigned  costs, 
which  would  largely  offset  any  “contri¬ 
bution  loss”  as  defined  in  this  study. 
Alternatively,  one  could  postulate  that 
AT&T  would  be  forced,  in  response  to 
competition,  to  lower  its  rates  to  the 
point  that  revenues  just  covered  assigned 
costs,  as  the  means  through  which  a  total 
loss  of  “contribution”  could  occur.  In¬ 
deed,  this  appears  to  be  the  approach 
AT&T  has  taken  in  the  study.  But  since 
a  substantial  portion  of  the  costs  of  pro¬ 
viding  each  service  are  in  the  unasslgned 
category,  this  is  to  say  that  AT&T,  in 
order  to  respond  to  its  competitors, 
would  have  to  price  substantially  below 
the  total  costs  of  providing  the  service — 
by  as  much  as  43  percent,  on  the  aver¬ 
age!  While  competitlors  frequently  claim 
they  can  provide  certain  equipment  or 
services  more  efficiently  than  can  AT&T, 
a  43  percent  differential  is  hardly  be¬ 
lievable,  even  in  a  hypothetical  study — 
particularly  since  AT&T  in  arguing 
against  competition  steadfastly  contends 
that,  because  of  economies  of  scale,  it 
is  the  low  cost  supplier, 

138.  In  light  of  the  significant  flaws  in 
the  fundamental  logic,  hypotheses,  as¬ 
sumptions,  data,  and  Interpretations 
contained  in  Bell’s  EDC  study.  Bell  Ex. 


No.  1,  we  cannot  accept  as  valid  any  of 
the  conclusions  or  Inferences  Bell  at¬ 
tempts  to  draw  from  its  study  regarding 
the  economic  effects  of  intercminect  and 
private  line  competition.  Thus,  it  pro¬ 
vides  no  valid  basis  for  determining 
whether  competition  in  interconnect 
and  private  line  could — even  on  a  hypo¬ 
thetical  basis — affect  basic  telephone 
service  rates.  It  follows  without  further 
comment  that  it  provides  no  insight  to 
actual  effects. 

c.  USITA  STUDY 

139.  In  support  of  its  views  concern¬ 
ing  the  potential  economic  impact  of 
competition  on  the  independent  tele¬ 
phone  industry,  USITA  has  submitted  a 
lengthy  report  prepared  for  it  by  a  con¬ 
sulting  firm.  Systems  Applications,  Inc. 
(SAD.  Using  a  data  beise  consisting  of 
current  operating  statistics  from  29  se¬ 
lected  independent  telephone  companies, 
in  connection  with  a  variety  of  computer 
models  developed  for  this  study,  SAI  has 
attempted  to  project  the  possible  impact 
of  specialized  carrier  and  intercoimect 
operation  on  the  future  revenues  and 
earnings  of  the  independent  telephone 
Industry,  as  well  as  on  local  telephone 
rates,  according  to  various  assmned 
“scenarios”  regarding  future  competitive 
developments  and  telephone  Industry 
responses.  Based  on  its  analysis  of  cur¬ 
rent  operating  data  from  the  29  selected 
companies,  SAI  concludes  that  compe¬ 
tition  to  date  has  had  a  minimal — if 
any — Impact  on  either  independent  tele¬ 
phone  Industry  revenues  or  on  telephone 
rates.  SAI  also  forecasts  little  Impact 
within  the  near  future.  However,  imder 
what  it  terms  its  “base  case”  scenario, 
SAI  projects  that  competition  will  re¬ 
sult  in  substantial  revenue  losses  to  the 
independent  telephone  industry  begin¬ 
ning  in  1979  and  Increasing  through 
1985,  the  end  of  its  forecast  period.  Spe¬ 
cifically,  SAI  projects**  that  the  com¬ 
bined  effect  of  competition  from  both 
the  interconnect  companies  and  other 
common  carriers  on  the  independent 
telephone  industry  will  be  a  revenue  di¬ 
version  of  $230.2  million  in  1979,  $410.6 
million  in  1980,  and  $2,387  million  in 
1985.  These  figures  are  in  constant  1974 
dollars.  The  loss  as  a  percent  of  the  in¬ 
dependents’  projected  revenue,  under 
1973  market  conditions,  is  6.09,  10.08, 
and  41.33  in  1979,  1980  and  1985,  respec¬ 
tively,  according  to  SAI’s  analysis. 


•  In  a  letter  to  the  Chief,  Common  Carrier 
Bureau,  dated  July  1,  1976  and  submitted  In 
the  record,  SAI  asserts  that  it  does  not  pre¬ 
dict  results  but  contends  that  it  only  “pro¬ 
jects”  economic  effects  of  competition 
“through  scenario  analysis.”  By  this  we  un¬ 
derstand  SAI  to  be  saying  that  while  its 
conclusions  are  “projected”  on  certain  as¬ 
sumptions,  it  cannot  “predict”  that  these 
assumptions  of  the  future  will,  in  fact,'occur. 
Such  a  posture  is  both  understandable  and 
proper  since  SAI's  expertise  is  in  general 
economic  studies  and  it  is,  obviously,  not 
privy  to  all  of  the  decision  making  processes 
of  the  entire  telephone  industry  and  regu¬ 
latory  bodies.  In  evaluating  the  Bt\idy  it  is 
crucial  to  understand  this  point  made  by 
SAI. 
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140.  While  SAI  has  made  a  determined 
effort  to  quantify  some  of  the  more  com¬ 
plex  economic  factors  involved  in  tele¬ 
phone  industry  operations  (e.g.,  inter¬ 
action  of  separations  and  competition), 
we  find  that  its  ultimate  conclusions  re¬ 
garding  the  long-term  impact  of  com- 
lietition  rest  upon  faulty  assumptions 
and  analytic  procedures.  Accordingly, 
we  camiot  accept  these  results  as  any 
valid  indication  of  such  effects. 

141.  Many  of  the  key  assumptions  upon 
which  SAI’s  forecasts  of  future  competi¬ 
tive  impact  rest  are  embodied  in  the  in¬ 
ternal  design  of  the  computer  program 
which  SAI  developed  for  this  study,  and 
w^ould  require  detailed  interrogation  of 
the  original  computer  program  analyst 
to  unearth.  There  are,  however,  several 
major  assumptions  stated  in  the  SAI  re¬ 
port  which  can  be  examined.  In  some  in¬ 
stances,  these  stand  alone  as  represent¬ 
ing  only  the  “best  judgment”  of  the  SAI 
staff,  with  no  further  supporting 
rationale.  In  other  cases,  supporting 
arguments  are  presented  which  represent 
secondary  assumptions  requiring  evalua¬ 
tion. 

142.  Among  the  more  critical  assvunp- 
tions  employed  by  SAI  in  its  “base  case” 
scenario  are  the  following: 

That  the  specialized  carrier  industry  will 
by  1985  capture  10%  of  the  total  long  dis¬ 
tance  communications  (including  the  MTS 
and  WATS  markets  as  well  as  the  private  line 
markets  to  which  ,SCC  competition  is  pres¬ 
ently  limited) ; 

That  OCC  services  will  be  so  cross-elastic 
with  MTS  and  WATS  that  MTS  rates  will  be 
substantially  reduced  in  order  to  retain  its 
present  market; 

That  the  present  usage-dependent  arrange¬ 
ments  for  allocating  and  assigning  costs  be¬ 
tween  Interstate  and  intrastate  services  (l.e., 
jurisdictional  separations  procedures)  — 
which  derive  from  a  1930  Supreme  Court 
decision  in  “Smith  v.  Illinois  Bell  Telephone 
Company,  supra,” — will  be  abandoned;*^ 

That  the  selected  sample  of  29  independent 
telephone  companies  accurately  represents 
the  independent  telephone  industry  for  pur¬ 
poses  of  long-range  forecasts  of  economic 
impact; 

That  the  elasticity  of  demand  for  toll  serv¬ 
ice  is  —.8,  based  on  short  run  price  elastic¬ 
ities,  despite  the  fact  that  SAI’s  study  pro¬ 
jects  10  years  into  the  future. 

143.  We  have  reviewed  these  and  other 
SAI  assumptions  in  detail,  as  has  our 
contractor  (T+E),  both  independently 
and  in  consultation  with  the  SAI  study 


^  “Jurisdictional  separations”  refers  to  the 
process  through  which  the  property,  reve¬ 
nues,  and  expenses  of  telephone  Industry 
operations  are  allocated  between  interstate 
and  intrastate  services.  The  Supreme  Court 
established  the  principle  in  “Smith  v.  Illinois 
Bell  Telephone  Company”  that  such  alloca¬ 
tions  should  be  based  on  “actual”  or  “rela¬ 
tive”  use.  As  a  result,  part  of  the  cost  of 
local  exchange  telephone  facilities  are  allo¬ 
cated  to  interstate  services,  and  part  of  the 
interstate  revenues  are  returned  to  the  local 
operating  telephone  company  to  cover  such 
costs.  SAI  assumes,  without  justification,  that 
competition  in  the  interstate  private  line 
market  wiU  cause  this  separations  process  to 
be  abandoned,  leaving  the  responsibility  for 
covering  all  costs  of  local  exchange  telephone 
facilities  to  the  local  exchange  telephone 
service  revenues.  Supra,  n.  60. 


team.  Concerning  the  assumption  of  10 
percent  penetration  of  the  total  long  dis¬ 
tance  communications  market  and  MTS 
rate  reductions,  SAI  offers  this  only  as 
its  “expert  opinion”.  In  a  preliminary  re¬ 
port  in  this  proceeding,®  we  pointed  out 
that  this  would  require  not  merely  one 
but  a  combination  of  several  develop¬ 
ments,  each  of  which  seems  virtually  im¬ 
possible  of  achievement,  namely: 

Reversal  of  the  Commission’s  firm  policy 
determination  that  specialized  carriers  will 
not  be  authorized  to  offer  services  which  are 
directly  competitive  with  M’TS  and  WA’TS;*’ 

A  compound  growth  rate  for  the  specialized 
carrier  industry  of  over  60  percent  per  year 
for  the  next  10  years,  whereas  the  industry  is 
presently  experiencing  great  difficulty  in  ob¬ 
taining  short-term  financial  resources  so  that 
it  can  reach  a  break-even  posture.™ 

144.  While  we  do  not  rule  out  the  need 
for  changes  in  some  jurisdictional  sep¬ 
arations  procedures,  we  find  no  justifi¬ 
cation  for  SAI’s  expectation  that  we 
would  agree  to  a  complete  abandonment 
of  the  allocation  procedures  which  were 
first  developed  in  1947  and  revised  sev¬ 
eral  times  thereafter.  Changes  of  this 
type  would  violate  “Smith  v.  Illinois  Bell, 
supra.”  In  addition  we  would  expect  that 
any  separations  changes  would  increase 
rather  than  decrease  as  SAI  anticipates, 
our  recognition  of  the  role  of  local  facil¬ 
ities  in  the  provision  of  interstate 
services. 

145.  In  regard  to  its  sample  of  inde¬ 
pendent  telephone  companies,  SAI  states 
that  it  is  based  upon  an  informal  survey 
technique.  The  methodology  for  the  sur¬ 
vey  is  neitJier  explained  nor  justified,  nor 


“Letter  to  Chairman,  House  Communica¬ 
tions  Subcommittee,  May  25,  1976  (Mlmeo 
No.  65570) . 

*  MCI  Telecommunications  Corporation 
(Execunet),  FCC  75-799  (released  July  2, 
1976);  FCC  76-622  (released  July  13,  1976). 

™  In  order  to  satisfy  10  percent  of  the  pro¬ 
jected  total  toll  market  for  1985,  e.g.,  10  per¬ 
cent  of  $42  billion,  the  specialized  carrier 
sector  would  have  to  reach  a  level  of  total 
investment  in  plant  of  approximately  $13.4 
billion — ^based  on  general  industry  experience 
that  $3.2  in  Investment  is  required  to  pro¬ 
duce  $1  in  annual  revenues.  The  present  net 
plant  in  service  for  the  entire  specialized 
common  carrier  sector  (Including  satellite 
carriers)  is  at  a  level  of  about  $400  million. 
To  reach  $13.4  billion  by  1985  the  specialized 
carriers  would  be  required  to  invest  capital, 
primarily  from  the  debt  market,  at  an  aver¬ 
age  rate  of  about  $1.3  billion  per  year — ^a  feat 
approaching  the  $2.5  billion  debt  financing 
of  the  entire  Bell  System  in  1975.  The  pro¬ 
spective  entry  of  new  firms  such  as  IBM  and 
ITT  into  this  market  may  bring  additional 
resources:  but  there  is  nothing  to  Indicate 
that  the  collective  investments  of  this  in¬ 
dustry  either  could  or  would  be  likely  to 
approach  the  $1.3  billion  annual  level. 

The  recent  bankruptcy  of  Data  ’Transmis¬ 
sion  Company  (Datran),  a  specialized  com¬ 
mon  carrier,  points  out  the  financial  diffi¬ 
culties  certain  carriers  have  experienced. 
Other  carriers  in  the  field  are  just  reaching 
or  have  not  yet  reached  the  break-even  point 
and  many  are  continuing  to  suffer  cash  flow 
deficiencies. 

While  we  do  not  anticipate  further  failures 
of  these  carriers,  there  is  no  question  that 
the  specialized  carrier  Industry  remains  in 
the  developmental  stage. 


is  any  support  given  for  the  assertion 
that  toe  29  companies  surveyed  are  rep¬ 
resentative  of  the  independent  industry. 
We  have  no  way  of  determining  whether 
the  sample  is  representative  or  whether 
the  results  are  statistically  valid.  Since 
SAI’s  projections  of  competitive  effects 
to  1985  are  based  in  large  part  upon  this 
survey,  we  have  no  way  of  determining 
toe  validity  of  the  study  results. 

146.  Finally,  SAI’s  elasticity  figures  are 
clearly  too  low.  The  use  of  short  run 
elasticities  for  a  ten  year  study  is  un¬ 
justified.  We  agree  with  our  contractor, 
T-f-E,  that  use  of  a  more  realistic  long 
run  elasticity  figure,  even  without  adjust¬ 
ments  to  other  unreasonable  assump¬ 
tions,  would  reduce  the  projected  OCC 
competitive  impact  by  50  percent. 

147.  While  any  such  elasticity  studies 
are  speculative  in  nature,  they  do  serve 
to  illustrate  the  critical  nature  of  toe 
demand  elasticity  assumptions.”  De¬ 
mand  or  impact  studies,  and  market 
penetration  estimates,  which  do  not  con¬ 
sider  the  effect  of  demand  elasticity  (or 
which,  like  the  SAI  study,  use  arbitrary 
or  unjustified  numbers)  are  of  limited 
value  to  our  analysis  of  competitive 
impact. 

148.  We  shall  examine  these  and  other 
assumptions  made  in  SAI’s  report  in 
greater  detail  in  sections  IV  and  V  of  this 
Report.  As  with  our  analysis  of  the  as¬ 
sumptions  discussed  above,  our  examina¬ 
tion  of  SAI’s  other  assumptions  leads  us 
to  conclude  that  this  report  is  of  little 
value  in  our  determination  of  the  impact 
of  competition  on  the  telecommunica¬ 
tions  industry. 

IV.  Interconnect  Competition 
A.  introduction 

149.  In  this  section  of  our  report,  we 
consider  the  basic  question  of  whether, 
and  if  so,  to  what  extent  interconnect 
competition  has  had,  or  will  have,  an  ad¬ 
verse  economic  impact  on  the  rates  and 
availability  of  basic  local  telephone  serv¬ 
ice.  In  particular,  we  are  concerned  with 
ascertaining  the  adverse  economic  im¬ 
pact  of  interconnect  competition,  if  any, 
on  the  rates  and  availability  of  basic  ex¬ 
change  telephone  service.  We  do  not  ad¬ 
dress  issues  raised  herein  which  concern 
alleged  technical  harm  to  the  public 
switched  network  from  interconnect 
competition  since  such  issues  have  been 
thoroughly  covered  in  Docket  No.  19528. 
Allegations  of  economic  harm  were  also 
made  in  Docket  No.  19528.  Such  allega¬ 
tions  have  been  considered  herein. 

150.  Our  findings  and  conclusions  on 
the  above  question  will  be  discussed  in 
six  basic  sections.  The  bulk  of  our  dis¬ 
cussion  will  be  in  Section  B  wherein  we 


”  Among  those  variables,  SAI  found  diffi¬ 
cult  to  estimate  with  confidence  were: 
growth  rates  of  demand  for  various  vertical 
services,  price  elasticities  of  demand  for  “ba¬ 
sic  exchange”  services  and  for  each  type  of 
terminal  equipment,  cross -elasticities  among 
“basic  exchange”,  KTS  and  PBX  services,  in¬ 
creases  in  the  use  of  Centrex  and  consequent 
reductions  in  PBX  Installations,  and  techni¬ 
cal  change  in  the  central  office,  subscriber 
loop  and  terminals. 
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address  the  various  “contribution  loss” 
claims  of  the  telephone  Industry  and 
other  respondents’  views.  In  particular, 
we  describe  and  evaluate  the  individual 
“contribution  loss”  studies  which  were 
filed  in  this  proceeding  and  discuss  the 
importance  of  separations  and  \isage 
sensitive  pricing  insofar  as  such  meas¬ 
ures  could  neutralize  undesirable  effects 
of  interconnect  competition,  if  any.  In 
Section  C,  and  Appendix  C,  we  set  forth 
and  evaluate  the  estimates  of  historical 
and  projected  terminal  equipment  mar¬ 
ket  penetration  given  for  interconnect 
companies.  In  Secticm  D,  we  consider 
the  subjects  of  innovation  by  intercon¬ 
nect  and  telephone  companies  and  the 
extent  to  which  public  benefits  have  re¬ 
sulted  therefrom.  In  Section  E,  we  con¬ 
sider  telephone  company  pricing  re¬ 
sponses  to  interconnect  competition.  In 
Section  P,  we  consider  the  issue  of  com¬ 
petitive  impact  on  small  independent  tel¬ 
ephone  companies.  Finally,  in  Section  G 
we  briefly  summarize  our  findings  with 
respect  to  the  overall  economic  impact 
of  Interconnect  competition.  We  have 
relied  extensively  upon  the  T+E  analy¬ 
sis  in  arriving  at  oxir  findings  and  there¬ 
fore  cite  to  T+E  findings  where  appro¬ 
priate.  Throughout  this  part  of  our  re¬ 
port,  we  attempt  to  identify  particular 
subjects  which  should  be  addressed  by 
the  parties  in  the  further  stages  of  this 
Inquiry. 

B.  CONTRIBUTIONS  AND  INTERCONNECT 
COMPETITION 

151.  As  noted  above,  the  telephone  in¬ 
dustry  respondents  argue  basically  that 
business  custcmiers  subsidize  residential 
customers  thereby  keeping  basic  ex¬ 
change  rates  lower.  For  example,  they 
claim  that  business  vertical  services 
(such  as  PBX,  KTS,  Centrex,  etc.)’*  pro¬ 
vide  substantial  revenue  contributions  or 
subsidies  to  basic  local  exchange  service. 
Claims  are  also  made  by  the  telephone 
industry  that  other  kinds  of  terminal 
equipment  such  as  business  or  residential 
ext^sions  provide  such  contributions. 
The  Industry  alleges  that  Interconnect 
competition  has  resulted,  and  will  con¬ 
tinue  to  result  in  lost  revenues  and  con¬ 
tributions  thereby  necessitating  in¬ 
creased  rates  for  basic  local  exchange 
subscribers.  API,  CBEMA,  MCI,  NATA, 
OTP,  Phone-tele,  SPCC  and  others  chal¬ 
lenge  the  telephone  industry  claims. 
They  argue  generally  that  the  revenue 
and  contribution  losses  claimed  by  the 
telephone  industry  due  to  interconnect 
competition  are  either  non-existent  or 
exaggerated.  Some  of  the  non-telephone 
industry  parties,  especially  MCI,  while 
questioning  the  existence  of  the  claimed 
contributions,  argue  that  residential  cus- 
tomei’s  may  actually  be  subsidizing  busi¬ 
ness  customers.  Finally,  OTP  and  SP<X: 
contend  that  separations  changes  or 
usage  sensitive  pricing  of  exchange  serv- 


■=  Some  studies  treat  Centrex  CO  as  a  basic 
exchange  service.  Despite  the  presence  of  the 
common  equipment  In  a  central  office,  Cen¬ 
trex  CO  is  as  much  a  vertical  service  as 
Centrex  CU,  PBX  and  KTS  services. 


ices  could  neutralize  carrier  revenue  and 
cositrU>utl(m  losses,  if  any,  caused  by  in¬ 
terconnect  competitiai.  In  this  secticm 
of  our  report,  we  describe  and  evaluate 
the  spectflc  studies  flled  which  purport 
to  show  curr«it  contributions  frcxn  car¬ 
rier-provided  terminal  equipment,  or 
which  attempt  to  show  contribution 
losses  to  date  or  projected  contribution 
losses  due  to  interconnect  competition  in 
the  future.  We  also  provide  an  overview 
and  summary  of  the  effect  of  intercon¬ 
nect  competition  on  contributions,  at¬ 
tempting  to  cwnpare  the  various  submis¬ 
sions  and  their  import  for  basic  local 
exchange  ratepayers.  Finally,  we  discuss 
the  importance  of  separations  and  usage 
sensitive  pricing  and  the  extent  to  which 
they  could  have  neutralizing  effects  on 
revenue  and  contribution  losses,  if  any, 
due  to  interconnect  competition. 

152.  We  note  that  most  of  the  studies 
filed  with  us  or  examined  by  us  were 
based  on  the  following  cost  concepts: 
Embedded  direct  historical  cost;  direct 
current  cost;  or  long  run  incrementa.1 
cost.  These  costs  are  then  generally  com¬ 
pared  with  associated  revenues  to  deter¬ 
mine  contributions,  if  any,  to  basic  local 
exchange  service.  We  found  in  examin¬ 
ing  the  studies  submitted  it  was  not 
practical  for  us  to  change  the  basis  of 
cost  allocation  in  any  study  (we  generally 
lacked  the  workpapers  to  do  so) "  so  we 
generally  treat  each  on  its  own  terms  be¬ 
low,  although  we  will  point  out  internal 
inconsistencies  where  such  exist.  Further, 
many  of  the  studies  are  not  comparable 
and  cannot  be  fully  reconciled.  However, 
to  the  extent  possible,  we  have  drawn 
relevant  comi>arisons  and  conclusions. 

153.  Finally,  as  stressed  by  T-fE,  it 
should  be  kept  in  mind  there  are  two 
kinds  of  contribution  which  we  discuss 
below.  The  so-called  “direct  contribu¬ 
tion”  is  that  contribution  which  the  tele¬ 
phone  industry  claims  terminal  equip¬ 
ment  makes  to  basic  local  exchange  serv¬ 
ices  because  such  terminal  equipment  is 
allegedly  priced  above  its  associated 
costs.  The  other  form  of  contribution  Is 
the  “indirect  contribution”  or  “interstate 
toll  contribution,”  which  flows  from  the 
interstate  jurisdiction  to  the  intrastate 
jurisdiction  and  exists  because  of  the 
manner  in  which  terminal  equipment 
costs  are  allocated  between  Interstate 
and  Intrastate  jurisdictions  under  sepa¬ 
rations  procedures.  All  terminal  equip¬ 
ment  revenues  generally  go  to  intrastate 
under  existing  separations  procedures, 
but  some  20  percent  of  the  terminal 
equipment  costs  are  allocated  to  inter- 


™  A  fundamental  difficulty  we  had  In  fully 
evaluating  most  of  the  studies  submitted 
(especially  the  Bell,  SAI,  GTE,  UTS  and 
NABUC  studies)  was  a  lack  of  underling 
docmnentatlon.  Since  the  Issues  involved  are 
of  critical  Importance  to  the  telecommunica¬ 
tions  industry  we  expected  that  respondents 
would  document  their  positions  and  studies 
to  the  greatest  extent  possible.  This  was  not 
done  in  most  cases.  In  the  further  stages  of 
this  inquiry  we  expect  full  documentation  of 
all  assumptions,  conclusions,  inferences, 
studies,  etc.  that  are  provided. 


state.”  This  “indirect  contribution,”  gen¬ 
erally  flows  to  basic  local  exchange  or 
intrastate  toll  services.  It  exists,  however, 
independently  of  the  terminal  equipment 
services,  I.e.,  the  indirect  contribution’s 
existence  and  amount  are  functions  of 
the  regulatory  policy  to  subsidize  basic 
and  intrastate  toll  service.  However,  as 
we  find  below,  it  may  in  fact  subsidize  the 
terminal  equiinnent  services  themselves. 
We  shall  distinguish  the  two  types  of 
contributions  where  possible  in  our  con¬ 
sideration  of  the  individual  studies. 

1.  Contribution  Studies — a.  American 
Telephone  and  Telegraph  Company 
(AT&T  or  Bell).  154.  Having  previously 
found  the  principal  contribution  study 
relied  upon  by  Bell,  Bell’s  EDC  study.  Bell 
Ex.  No.  1  (1-A,  1-B)  invalid,  we  shall  con¬ 
sider  more  limited  studies  submitted  by 
Bell  for  the  purpose  of  showing  cmrent 
contributions.  AT&T  presents  three  other 
embedded  direct  cost-type  studies  which 
purport  to  show  current  contributions  by 
certain  classes  of  terminal  equipment  or 
services.  Bell’s  “Embedded  Direct  Cost 
Study-Extensions”,  Bell  Ex.  Nos.  18  and 
18-A,  are  systemwide  studies  involving 
70  percent  of  all  extensions.  Trimline, 
Princess,  Business  500,  and  Residence  500 
telephones  are  studied  using  an  embedded 
cost  methodology.  Embedded  investment 
includes  the  phone  itself  and  the  costs 
of  installation.  Capital  costs,  both  re¬ 
turn  on  investment  and  taxes,  as  well  as 
operating  expenses,  are  included.  Data 
are  collected  for  calendar  years  1973  and 
1974.  Total  claimed  contributions  from 
this  study  are  approximately  $100  million 
for  each  year.  Bell  claims  the  high  per¬ 
centages  of  contribution  are  consistent 
with  the  Bell  policy  of  having  vertical 
services  make  contributions  above  their 
directly  attributable  costs  so  as  to  help 
cover  the  common  and  joint  costs  of  the 
business.  A  detailed  breakdown  of  imit 
and  gross  contributions  is  given  in  Table 
IV-1  below. 

155.  One  problem  we  and  T-f-E  had  in 
scrutinizing  the  study,  is  that  we  were  not 
provided  with  any  underlying  documen¬ 
tation.*  For  example,  in  calculating  test 


With  the  removal  of  telephone  company- 
provided  terminal  equipment  from  service 
the  portion  of  the  associated  costs  which 
was  assigned  to  the  Interstate  jurisdiction 
by  the  separations  formula  can  no  longer  be 
assigned  there.  Subsequently,  when  the  divi¬ 
sion  of  revenues  procedures  are  applied  to 
the  interstate  revenue  pool,  the  "pay  back  ’ 
to  the  local  operating  company,  i.e..  inter¬ 
state  toll  contribution  or  indirect  contribu¬ 
tions,  wiU  be  reduced  to  the  extent  that 
separated  expense  and  investment  disappear. 
This  "lost"  indirect  contribution  would  thus 
manifest  Itself  in  a  higher  intrastate  revenue 
requirement.  This  revenue  requirement  shift 
occurs  in  the  independent  telephone  industry 
through  toll  settlements  procedures.  See  our 
discussion  of  interconnection  and  separations 
below. 

We  note,  moreover,  that  the  study  did  not 
include  an  allocation  of  common  overhead 
costs  to  extensions.  Bell  Ex.  No.  18,  p.  3.  As 
was  the  case  with  Bell’s  Ex.  No.  1,  this  could 
mean  extension  telephone  costs  are  under¬ 
stated,  overstating  current  contributions,  if 
any. 
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period  revenues  local  company  tariffs  for 
each  item  were  weighted  by  the  number 
of  each  tariff  item  (recurring  and  non¬ 
recurring)  as  determined  by  local 
studies.^  Without  dociunentation  as  to 
the  representativeness  and  statistical 
validity  of  the  local  studies  we  do  not 
know  if  the  resulting  weighted  tariff  rates 
provide  an  accurate  picture  of  realized 
revenues.  We  also  do  not  know  if  the 
costs  considered  were  total  costs  or 
merely  intrastate  costs.  Further  it  is  not 
clear  whether  the  claimed  contributions 
include  the  interstate  toll  or  indirect  con¬ 
tribution.  As  noted  previously,  the  con¬ 
sideration  of  only  intrastate  terminal 


156.  In  Bell  Ex.  No.  53,  Bell  provides  a 
Business  Exchange  Cost  Study  (BCS). 
Acccording  to  Bell  the  purpose  of  its  BCS 
study  is  to  demonstrate  the  relationship 
between  revenue  and  cost  associated  with 
provision  of  business  exchange  service  as 
of  December  1974.  This  study  also  uses  an 
embedded  direct  cost  type  analysis  and 
approximately  13  million  main  and 
“equivalent”  main  telephones  are  claimed 
to  be  represented  in  the  study.  Among 
other  things,  a  random  sample  of  6,300 
exchange  lines  was  selected  for  measure¬ 
ment  to  determine  the  casual  responsi¬ 
bility  for  traffic  sensitive  investments  and 
expenses  of  business.'^'  The  claimed  re¬ 
sults  are  given  in  Table  IV-2  below; 


■"  Bell  Ex.  No.  18,  p.  4. 

“  Absent  underlying  documentation,  we 
have  no  way  of  verifying  the  representative¬ 
ness  of  the  sample  relied  upon  by  Bell.  In  this 
connection,  in  1975  there  were  9,618,917  busi¬ 
ness  main  telephones  in  service  Indicting  that 
Bell’s  sample  size  is  only  0.666  percent  of  the 
total  number.  Since  investments  were  allo¬ 
cated  by  exchange  line  usage,  verification  of 
the  reliability  and  representativeness  of  the 
sample  is  critical. 


equipment  costs,  or  the  inclusion  of  the 
indirect  cmitribution  with  claimed  direct 
contributions,  results  invariably  in  an 
overstatement  of  contribution.  If  any. 
Moreover,  there  may  be  substantial  dif¬ 
ferences  in  tariffs  from  state  to  state  such 
that  the  systemwide  revenues  and  con¬ 
tribution  figures  for  extensions  do  not 
provide  an  accurate  picture  of  current 
contributions,  if  any,  in  all  cases.  Accord¬ 
ingly,  w’e  cannot  properly  analyze  and 
verify  any  conclusions  or  inferences  from 
Bell’s  extension  study  regarding  the  ex¬ 
tent  of  any  contributions  made  by  ex¬ 
tensions. 


Table  IV-2. — Contributions  from  business 
exchange  services  month  of  December  1974 
dislayed  on  an  annualized  basis 
(Millions  of  dollars] 

All 

business 

Millions 

of 

dollars 


Revenues _  $3,035 

Direct  costs  of  local  calling _ —1,415 


(Contribution  toward  covering  Joint 

and  common  overhead  costs -  1, 620 

Joint  (access)  costs -  1,  515 


Contribution  toward  covering  com¬ 
mon  overhead  costs  ^ _  105 


1  Does  not  reflect  additional  funds  that  flow 
(via  separations)  from  the  assignment  of  a 
portion  of  the  Joint  Costs  to  long  distance 
services. 

Source:  Bell  Ex.  No.  53,  p.  3. 

157.  No  underlying  documentation  is 
provided  to  facilitate  a  comprehensive 
analysis  of  the  claimed  results.  As  was 
the  case  with  other  Bell  studies  provided 
herein,  however,  joint  and  common  over¬ 
head  costs  were  not  allocated  specifically 


to  business  exchange  service,  resulting 
necessarily  in  an  imderstatement  of  busi¬ 
ness  exchange  associated  costs  and  over- 
stat«nent  of  contribution,  if  any.  Fur¬ 
ther,  we  also  cannot  determine  the  ex¬ 
tent  to  which  claimed  contributions  are 
based  upon  an  analysis  of  intrastate  costs 
only.  As  noted  earlier,  this  could  result  in 
an  overstatement  of  contribution,  if  any. 
Moreover,  we  find  that  even  if  none  of 
the  common  overhead  costs  were  prop¬ 
erly  allocated  to  busmess  (i.e.,  no  adver¬ 
tising  expense  for  business,  no  supervi¬ 
sory  expense,  no  legal  expense,  no  reg¬ 
ulatory  expense,  etc.),  toe  benefit  or 
contribution  to  Bell’s  83,097,678  residen¬ 
tial  easterners  would  be  non-existent 
according  to  other  figures  Bell  has  re¬ 
ported  to  the  Commission.'”  Marketing 
Department  expenses  are  82.00  per 
month  per  telephone  (or  $9.84  per  year 
per  telephone) .  Since  there  were  31,373,- 
453  business  telephones,  marketing  ex¬ 
penses  attributable  to  business  for  such 
things  as  advertising,  sales,  etc.,  were 
$308,714,778,  or  about  three  times  the 
amount  claimed  as  the  total  contribution 
in  Bell’s  BCS  study.  Actually,  other 
expenses  such  as  accounting  and  law, 
should  also  be  clearly  attributable  to 
business  exchange  service,  and  business 
telephones  are  greater  than  average 
beneficiaries  of  commercial  and  market¬ 
ing  services.  Thus,  it  appears  that  busi¬ 
ness  telephones  may  actually  fall  short 
of  paying  for  themselves  by  at  least  $200 
million.”  If  business  exchange  rates  were 
raised  to  cover  this  deficit,  residential 
exchange  rates  could  possibly  be  lowered 
by  $2.45  per  year  or  $0.21  per  month. 
Further,  as  was  the  case  with  other  Bell 
studies,  systemwide  results  may  not  pro¬ 
vide  an  accurate  picture  of  business  ex¬ 
change  contributions,  if  any,  in  all  states. 
Accordingly,  we  cannot  draw  any  infer¬ 
ences  or  conclusions  from  Bell’s  BCS 
study  regarding  the  extent  to  which  con¬ 
tributions  are  made  by  business  exchange 
service  to  residential  exchange  service. 

158.  Bell  also  provides,  utilizing  an  em¬ 
bedded  direct  cost  type  analysis,  a  1975 
Residential  Cost  Study  (RCS)  in  its  Ebc. 


Figures  used  in  this  aspect  of  our  dis¬ 
cussion  are  taken  from  Bell  Monthly  Report 
No.  5,  Consolidated  Report  63,  December  1974, 
which  is  on  file  with  the  Ck>mmlssion. 

^Approximately  $308  million  in  advertis¬ 
ing  and  sales  expenses  attributable  to  busi¬ 
ness  telephones,  minus  the  $105  million 
claimed  contribution  from  business  exchange 
service,  equals  approximately  $200  million. 
We  note  that  the  $105  million  in  claimed 
contributions  toward  covering  common  over¬ 
head  costs  is  only  3.5  percent  of  total  operat¬ 
ing  revenues  for  business  exchange  service. 
Assuming  arguendo  the  $105  million  figure  is 
valid,  such  contribution  figure  is  miniscule 
in  the  total  contribution  picture  and  hardly 
supports  industry  claims  that  business  serv¬ 
ices  provide  substantial  contributions  to 
basic  local  telephone  service  including  resi¬ 
dential  exchange. 


Table  IV-1. — Contributions  from  (•.rtoision  yhoms'- 
[Dollar  amounts  in  millions] 


Kvtoiision  type 


liom  Residpne<-  Residence 

Iriinlino  princess 


1973 

1971 

1973 

1974 

Unit  revenues . . 

.  $28.  .‘>0 

$29. 00 

$23. 2.5 

7.T 

Direct  unit  costs . . 

.  $17. 75 

$18.25 

$13.75 

$14. 25 

Unit  contribution . . . 

.  $10. 75 

$10.  75 

$tl.  50 

$10.  .50 

Contribution  as  a  percent  of  direct  costs . 

.  01 

69 

71 

Total  svstem  contribution . . 

.  $23. 00 

$26.  .50 

$15.50 

$16.  20 

Extension  type  500 

Business 

Residence 

1973 

1974  . 

1973 

1974 

Unit  revenues . 

.  $24.00 

$25.50 

$14.25 

$15.00 

Direct  unit  costs . 

.  $15.00 

$15.50 

$11.25 

$11.75 

Unit  contribution . 

.  $9.00 

$10.00 

$3.00 

$3< 

Contribution  as  a  percent  of  direct  costs . 

.  60 

65 

27 

28 

Total  svstem  contribution . . . . . 

.  $22. 10 

$25.60 

$52.70 

$58.40 

'  The  1973  figures  above  are  adjusted  in  Bell  Ex.  No.  18-A  from  what  appeared  originally  in  Ex.  No.  18  duo  to 
admitted  errors,  resulting  in  an  overstatement  of  weighted  revenues  and  costs  in  the  original  study. 

SovBC  E.— Bell  Ex.  Nos.  18,  p.  2,  and  18-A,  p.  2. 
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No.  54."  According  to  Bell,  the  purpose  of 
this  study  Is  to  determine  and  illustrate 
the  relationship  between  revenue  and 
cost  associated  with  the  provision  of  resi¬ 
dential  exchange  telephone  service.  Bell 
claims  that  the  study  shows  that  resi¬ 
dential  exchange  telephone  service  reve¬ 
nues  exceed  all  of  their  directly  attribut¬ 
able  local  calling  costs  and  are  making  a 
contribution,  $2.75  billion,  that  is  avail¬ 
able  to  help  cover  joint  (access)  costs,"^ 
but  that  the  remaining  $4.62  billion  re¬ 
quired  to  cover  joint  (access)  costs  are 
covered  by  contributions  from  other  Bell 
services  such  as  interstate  and  intrastate 
MTS,  WATS,  terminal  equipment,  exten¬ 
sions,  etc.  Additionally,  it  is  claimed  those 
other  Mell  services  are  priced  to  help 
cover  all  common  corporate  overhead 
costs  as  well.  The  claimed  results  are 
given  in  Table  IV-3  below ; 

Tabus  IV-3. — 1915  residential  cost  study 
Results,  month  of  December  1915  Dis¬ 
played  on  annualized  basis,  including 
10.5%  cost  of  capital 

[In  millions  of  dollars] 


Revenues _  $5,  820 

Direct  costs  of  local  calling _  — 3,  070 

Contribution  toward  covering 

joint  (access)  costs _  2,  750 

Joint  (access)  costs _  ■ — 7,  370 

Total .  (4,  820) 

Contribution  required  from  other 
services  _  ’  4, 620 


(  )  Denotes  negative  amount. 

^At  rate  of  return  thts  flgijre  would 

be  $4.14  blQion. 

Source. — Bell  Ex.  No.  54,  p.  4. 

Bell  claims  that  if  other  sevrice  cate¬ 
gories  were  restructured  and  repriced  so 
as  to  cover  all  their  directly  attributable 
costs  and,  in  addition,  cover  all  common 
corporate  overhead  costs,  but  none  of  the 
joint  costs,  average  monthly  residential 
exchange  service  rates  would  have  to  be 
increased  from  $9.00  to  $16.15  per  main 
telephone  or  an  average  of  about  79  per¬ 
cent,  to  meet  the  business’  overall  reve¬ 
nue  requirements.** 

159.  A  thorough  analysis  of  Bell’s  1975 
RCS  study,  filed  July  12,  1976,  has  been 
completed  by  T+E  and  will  be  made 
available  at  a  later  date.  Despite  the 
absence  of  underlying  documentation,  we 
are  able  to  make  some  important  ob¬ 
servations  about  Bell’s  1975  RCS  study. 
As  with  its  other  studies,  especially  its 

1974  EDC  study  discussed  above.  Bell  fails 
to  allocate  any  joint  and  common  over¬ 
head  costs  to  busines.s  services  including 

*77118  exhibit  Is  an  update  of  the  1973 
Residential  Cost  Study  attached  to  Bell  Ex. 
No.  2,  although  there  are  differences.  For  ex¬ 
ample.  the  1973  study  covered  only  single 
party  residential  exchange  service  while  the 

1975  study  purports  to  Include  all  residential 
exchange  services  as  of  November  1975. 

"  Bell  classifies  costs  Into  three  major  cat¬ 
egories  for  Its  study:  Station,  acce.ss  line  and 
usage.  The  station  and  access  line  categories 
are  combined  to  show  joint  (access)  costs 
and  the  usage  category  Is  shown  as  direct 
(local  calling)  costs.  Bell  Ex.  No.  54,  p.  7. 

“  Bell  Ex.  No.  54,  Table  1,  p.  5. 


vertical  services,  thereby  stating  incor¬ 
rectly  the  costs  and  contributions,  if  any, 
for  such  services.  We  find  several  prob¬ 
lems  also  arise  In  regard  to  Bell’s  isola¬ 
tion  of  residential  exchange  costs  from 
the  total  exchange  costs  category.  For 
example,  T+E  finds  there  is  an  obvious 
deficiency  in  Bell’s  determination  of  em- 
beddel  Investment  for  subscriber  loops 
(assigned  to  the  access  line  costs  cate¬ 
gory)  .  Subscriber  loop  investment  is  an 
average  of  all  loops.  Bell  Ex.  No.  54,  p. 
9,  which  will  include  business  loops  as 
well  (e.g.,  house  cable  found  in  count¬ 
less  large  commercial  and  industrial 
structures) ,  thereby  overstating  the  por¬ 
tion  of  loop  investment  attributable  to 
residential  subscribers.  Bell’s  assignment 
of  traffic  sensitive  investment  to  residen¬ 
tial  exchange  is  also  questionable  because 
the  special  traflBc  study  upon  which  allo¬ 
cation  was  based  was  restricted  to  Elec¬ 
tronic  and  No.  5  Crossbar  offices.  Thus 
Bell  derived  no  data  from  Bell  central 
offices  which  were  Step-by-Step,  Panel, 
Manual  and  No.  1  Crossbar  which  ac¬ 
count  for  56  percent  of  all  Bell  central 
offices."  T+E  also  finds,  as  do  we,  prob¬ 
lems  in  isolating  residential  exchange 
costs  from  total  exchange  costs  in  reve¬ 
nue  accounting  expense,  traffic  operating 
expense,  directory  expense  and  service 
order  and  line  test  work  expense.  Finally, 
w^e  have  difficulty  reconciling  the  1975 
RCS  Study  with  the  comparable  category 
in  Bell  Ex.  No.  1-B.  While  the  direct  cost 
of  local  calling  in  the  1975  RCS  Study  is 
78  percent  of  the  comparable  category  in 
Bell  Ex.  No.  1-B,  we  find  that  joint  (ac¬ 
cess)  costs  are  higher,  i.e.,  joint  access 
costs  in  the  1975  RCS  Study  are  105  per¬ 
cent  of  joint  access  costs  shown  in  Bell 
Ex.  No.  l-B."  We  find  that  discrepancy 
unexplainable  even  when  we  take  into 
account  the  higher  cost  of  capital  util¬ 
ized  by  Bell  in  its  1975  RCS  study.*  Ac¬ 
cordingly,  again  we  cannot  draw  any 
conclusions  of  Inferences  from  Bell’s  1975 
RCS  study.  As  we  noted  above,  we  expect 
to  have  a  more  detailed  analysis  of  Bell’s 
1975  RCS  Study  available  in  the  near 
future. 

[In  millions  of  doUnrs] 

1975  1975 

RCS  EDC 

study  study 


(1)  Revenues .  $.5,820  $8,950 

(2)  Direct  cost  of  local  calling .  3, 070  3, 920 

(3)  ContribuUon  toward 

joint  (access)  costs 

(line  1  minus  line  2) .  2, 7."i0  5, 030 

(4)  Joint  faccess)  costs . .  (7,370)  (6,9W1) 

tS)  Total  (line  4  minu.s  lino 

3) .  (4,620)  (boeo' 


“P<X5  Statistics  of  Communications  Com¬ 
mon  Carriers,  1973,  Table  15,  p.  31,  items 
178-1-3.  We  also  have  no  way  of  verifying  the 
representativeness  and  thus  validity  of  BeU’s 
limited  sample  of  73,000  residence  lines  for 
only  a  two-week  period,  utilized  by  Bell  In 
measuring  traffic. 

“We  compare  in  pertinent  respects  Bell 
Ex.  No.  54  (RCS  Study),  p.  4,  with  Bell  Ex. 
No.  1-B  (1975  EDC  Study),  p.  6,  as  follows: 

*Bell  Ex.  No.  54  Includes  a  10.5  percent 
cost  of  capital  whereas  Bell  Ex.  No.  1-B  uses 
the  realized  rate  of  return. 


160.  A  final  Bell  study  we  consider  is 
Bell  Ex.  No.  45,  “TTie  Impact  of  Compe¬ 
tition  for  Intercity  Services  and  Termi¬ 
nal  Elqulpment  on  Sepiarations  Assign¬ 
ments  and  Procedures.”  Although  this 
exhibit  relates  to  separations,  and  is 
treated  in  detail  elsewhere,"  we  discuss 
it  briefly  at  this  time  because  it  is  related 
to  Bell’s  position  on  interconnect  compe¬ 
tition  and  contributions.  The  basic  claim 
made  by  Bell  in  this  exhibit  is  that  “a 
significant  factor  in  keeping  basic  local 
exchange  rates  low  has  been  modifica¬ 
tions  in  the  jurisdictional  separations 
procedures.”  "  We  find  there  is  no  evi¬ 
dence  in  the  exhibit  which  shows  that 
it  is  “only”  or  “primarily”  basic  ex¬ 
change,  and  not  non-basic  exchange  in¬ 
trastate  services  such  as  message  toll, 
PBX,  KTS,  etc.  that  are  relieved  of  cost 
burdens  by  transfers  of  costs  of  local  ex¬ 
change  plant  to  Interstate  services  via 
separations.  Moreover,  we  find  that  the 
exhibits  does  not  show  the  actual  con¬ 
tributions  above  interstate  costs  made  by 
interstate  services.  Further,  we  have  dif¬ 
ficulty  reconciling  Bell  Ex.  No.  1-B  to 
Bell  Ex.  No.  45.  In  Bell  Ex.  No.  1-B 
(1974  EDC  Study) ,  revenues  for  Bell  sys¬ 
tem  interstate  services,  omitting  Long 
Lines,  are  given  as  $6,100  million,  while 
in  Bell  Ex.  No.  45  we  are  given  $8,850 
million  In  revenues  for  interstate  MTS 
and  WATS  for  Bell  and  the  independ¬ 
ents.  It  is  possible  that  the  difference  rep¬ 
resents  funds  transferred  to  the  inde¬ 
pendents  as  toll  settlements,  but  exactly 
how  the  discrepancy  is  in  fact  all(x;ated 
to  the  Independents  and/or  Long  Lines 
and  to  any  other  services  is  not  clear. 

161.  Bell  also  presents  in  Bell  Ex.  No. 
45  a  set  of  appendices  purporting  to 
show  contribution  losses  due  solely  to 
separations  effects  (i.e.,  indirect  con¬ 
tribution  losses)  and  terminal  equip¬ 
ment  competition  under  arbitrary  per¬ 
centage  assumptions  relating  to  inter¬ 
connect  market  penetration  (examined 
at  20,  40,  60,  80  and  100  percent  pene¬ 
tration)  and  percentage  contribution 
(rates  are  fixed  to  yield,  alternatively, 
zero,  10  and  20  percent  contributions) 
For  example,  assuming  a  total-com¬ 
petitive  interconnect  market  penetration 
of  20  percent  by  1984  the  contribution 
loss  (in  terms  of  an  increase  in  annual 
Intrastate  revenue  requirements)  would 
be  $1,100  million  (rates  set  at  0  contribu¬ 
tion),  $1,250  million  (rat«  set  at  10  per¬ 
cent  contribution)  and  $1,350  million 
(rates  set  at  20  percent  contribution!, 
respectively."  T-f-E  finds,  and  we  agree 
that,  the  projections  are  of  no  value  in 
assessing  the  competitive  impact  of  in¬ 
terconnect  competition  via  separations 
effects  because  the  Bell  assumptions  un¬ 
derlying  the  projections  are  not  sup¬ 
ported.  For  example.  Bell  assumes,  with¬ 
out  support,  that  (1)  The  observed 
historical  interconnect,  and  alleged  toll 
separations  losses,  will  continue  during 

*  Bell  Ex.  No.  45  is  considered  in  some  de¬ 
tail  In  the  separations  discussion  in  T  f  E 
Deliverable  F,  pp.  45-118. 

Bell  Ex.  No.  45,  p.  6. 

Bell  Ex.  No.  45,  Appendices  D,  E  and  F. 

Bell  Ex.  No.  45,  Appendix  F. 
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the  1974-1984  period  at  the  same  pace; 
(2)  The  percentage  of  exchange  costs  al¬ 
located  to  the  interstate  market  is  fixed, 
in  particular,  independent  of  intercon¬ 
nect  market  penetration;  and  (3)  The 
substitution  of  customer  for  telephone 
company-provided  equipment  means 
complete  loss  of  interstate  revenues  as¬ 
sociated  with  such  equipment;  equiva¬ 
lently,  that  interstate  usage  of  customer- 
provided  equipment  remains  unallocated 
to  the  interstate  market.  These  Bell  as¬ 
sumptions  ignore,  among  other  things, 
the  market  stimulative  effects  of  inter¬ 
connect  competition  and  competitive  re¬ 
sponses  by  carriers  which  are  likely  to 
offset  any  revenue  or  contribution  diver¬ 
sion  due  to  interconnect  competition.  As 
noted  above,  Bell  Ex.  No.  45  is  considered 
in  detail  in  the  Appendix,  T+E  Deliver¬ 
able  F. 

b.  United  States  Independent  Tele¬ 
phone  Association  <  USITA) .  162.  The  in¬ 
terconnection  impact  study  done  by  SAI 
on  behalf  of  USITA  provides  estimates 
of  current  contributions  from  specified 
vertical  services  and  forecasts  of  future 
contribution  losses  for  the  same  serv¬ 
ices.*®  The  impact  study  encompasses 
PBX  (instriunents  and  common  equip¬ 
ment),  KTS  (instruments  and  common 
equipment) ,  and  business  and  residential 
extensions.  Two  types  of  losses  are  pur¬ 
portedly  shown:  (1)  “Local  contribu¬ 
tion”  (direct  contribution)  loss  due  to 
the  fact  that  the  current  excess  of  rev¬ 
enues  over  costs  of  these  vertical  serv¬ 
ices  (“contribution”  to  basic  exchange 
ser\ices)"  will  decline  as  telephone  com¬ 
pany  shares  in  the  terminal  equipment 
market  fall  and  as  prices  decline  in  re¬ 
sponse  to  interconnect  competition,  (2> 
“toll  contribution”  (indirect  contribu¬ 
tion)  loss  due  to  the  treatment  of  termi¬ 
nal  equipment  as  a  cost  under  current 
separations  procedures.**  The  SAI  Study 


*>  USITA  Comments,  “Regulatory  Policy 
Changes  and  the  Future  of  the  Independent 
Telephone  Industry,”  SAI  Study.  See  T-^  E 
Reviews  of  Additional  Submissions,  May  25, 
1976,  pp.  3-21,  for  a  thorough  appraisal  of 
the  deficiencies  in  the  SAI  Study  of  SCC  and 
interconnect  competition. 

“  For  purposes  of  its  analysis,  SAI  uses  the 
classification  of  services  as  “basic  exchange" 
or  “vertical  service.”  Recalling  that  primary 
regulatory  concern  is  with  the  ultimate  im¬ 
pact  of  selective  competition  on  “basic  ex¬ 
change”  rates,  as  an  income  distributional 
matter  and  as  a  question  of  “universality”  of 
service,  T+E  finds  the  classification  of  some 
of  these  services  might  be  arguable.  Among 
these  are  mobile  telephones,  and  KTS  and 
PBX  trunks.  In  other  words,  unbundling  of 
KTS  and  PBX  instruments  from  KTS  and 
■  PBX  trunks  could  significantly  affect  the 
SAI  analysis  and  results.  See  our  discussion 
of  unbundling  in  connection  with  the 
NYPSC  Varma  study,  infra. 

Of  importance  here  is  the  likelihood  that 
even  very  modest  market  growth  stimula¬ 
tion  by  interconnection  will  neutralize  fully 
the  indirect  contribution  loss  (toll  contri¬ 
bution  in  SAI’s  terminology),  if  any,  at¬ 
tributable  to  interconnect  competition.  We 
note  for  every  vertical  service  category  for 
which  SAI  supplies  contribution  loss  esti¬ 
mates  the  indirect  contribution  loss  is  much 


is  based  on  a  sample  of  twenty -nine  tele¬ 
phone  companies.”  SAI  presented  its 
study  results  in  terms  of  a  specific  “cost 
study”  company,  and  in  terms  of  an 
“averaged  schedule  company,”  purport¬ 
ing  to  show  its  study  results  for  the  total 
independent  company  sample. 

163.  SAI  forecasts  the  economic  im¬ 
pact  of  interconnect  competition,  ex¬ 
pressed  as  annual  revenue  losses  in  toll 
and  local  contribution  to  independent 
telephone  company  basic  exchange  serv¬ 
ices.  as  follows  (in  millions  of  constant 
1974  dollars! : 


Year 

B.st 

ePtiiiiRlo 

Faster 

interconneet 

IKMiotratioii 

Slower 
iiitercoiiiieel 
IX'iiet  ration 

1975. 

$7.7 

$7.7 

$7.7 

1989  - 

129.1 

179.8 

64.8 

198.5 . . . 

29.5. 6 

341.2 

164.6 

Soi  Rf  K.-  .<.VI  .stiuly.  I  ;(0. 


According  to  SATs  best-estimate  fore¬ 
casts,  as  early  as  1980  the  total  inter¬ 
connect  company  induced  annual  contri¬ 
bution  loss  to  exchange  services  will  be 
18  percent  of  the  revenues  that  would  be 
denied  the  independent  telephone  com¬ 
panies  from  their  four  main  vertical 
services  (PBX,  KTS,  and  business  and 
residence  extensions)  under  1973  mar¬ 
ket  conditions.  By  1985  SAI  projects  this 
figure  to  about  31  percent.  Cumulatively, 
SAI  forecasts  the  exchange  service  con¬ 
tribution  loss  for  the  indei)endents  dur¬ 
ing  the  next  decade  in  excess  of  $1.4  bil¬ 
lion.  SAI  claims  this  is  a  more  than  sig¬ 
nificant  amount  in  the  context  of  total 
independent  revenues  from  all  telephone 
operations,  i.e.,  $4.6  billion  in  1973. 

164.  SAI’s  best  estimate  forecasts  of 
annual  indep>endent  telephone  company 
revenue  losses  in  toll  and  local  contribu¬ 
tions  due  to  competition  in  four  spjecific 
vertical  market  segments  in  which  inter¬ 
connect  companies  have  been  and  will 
continue  to  be  especially  active,  accord¬ 
ing  to  SAI,  are  as  follows  (in  millions  of 
constant  1974  dollars) : 


smaller  than  (on  the  order  of  20  percent  of) 
the  alleged  local  (direct)  contribution  los.s. 
Thus,  if  complete  neutralization  material¬ 
izes  the  estimated  losses  would  fall  by  about 
20  percent.  See  T+E  Deliverable  F,  pp.  96- 
118. 

“  We  were  unable  to  find  an  explanation 
or  documentation  of  the  procedures  for  pro¬ 
jecting  losses  for  the  independent  telephone 
industry  as  a  whole  from  the  projections 
based  on  the  sample.  The  sample  is  admitted 
to  be  nonrandom,  though  claims  for  its  rep¬ 
resentativeness  are  made.  Nonetheless,  it  is 
worthwhile  to  bear  in  mind  that  no  sta- 
tislcal  technique  was  used  to  generalize  to 
the  industry  level.  We  note  that  an  analysis 
of  the  companies  in  the  study  indicates  that 
although  24  percent  of  the  total  telephones 
in  the  independent  industry  are  represented 
in  the  study,  59  percent  of  the  total  business 
telephones  are  represented.  These  relative 
proportions  could  cause  an  over  estimate  of 
the  contribution  loss  (a  large  percentage  of 
business  customers  indicates  greater  loss  to 
residents  at  the  assumed  penetration  levels 
if  we  also  assume  that  business  service  sub¬ 
sidizes  residential). 


Year  PBX  KT.S  BiiMness  Ri'sidoiice 
extension  extension 

197.5--  $4.1  $2.2  $4..5  *1.0 

lust)-.  47.6  :!4.4  12.  a  2.7.  H 

198.5.-  98.4  78.7  M.?.  84.2 

Sovut  K.— S.\l  study,  1  .'to. 

165.  SAI  forecasts  the  total  independ¬ 
ent  annual  contribution  loss  per  resi¬ 
dence  main  and  business  main  due  to 
projected  interconnect  competition  as 
follows  (loss  in  constant  1974  dollars) : 


Year  ItiLsiness  main  Re.sideiuo  main 


1975 .  $0.68  .$0.al 

198tl .  8.44  a.  71 

1985 .  16.61  7.21 


SoVRt'E.— .‘S.Vl  study,  11  33. 

166.  If  the  base  case  forecasts  of  SAI 
were  accurate,  they  would  indicate  a  sub¬ 
stantial  increase  in  per  main  station  rates 
over  the  next  decade  as  a  result  of  inter¬ 
connect  competition.**  However,  we  can¬ 
not  accept  SAI  forecasts  of  contribution 
losses  as  valid  for  a  variety  of  reasons. 
Critical  to  the  validity  of  the  SAI  deca-. 
dal  forecasts  of  contributions  losses  were 
SAI’s  assumptions  regarding  intercon¬ 
nect  company  market  penetration  and 
average  annual  growth  rates  for  such 
penetration.  For  the  reasons  given  by 
T+E.  as  set  forth  in  Appendix  C  below, 
where  we  consider  SAI’s  base  case  fore¬ 
casts  of  interconnect  company  market 
penetration  for  1975,  1980,  and  1984,  we 
cannot  accept  SAI’s  market  penetration 
forecasts  and  annual  growth  rates. 
Basically,  SAI’s  forecasted  growth  rates 
and  market  penetration  shares  for  in¬ 
terconnect  companies  were  developed  by 
using  an  informal  survey  technique,  the 
reliability  and  validity  of  which  SAI  did 
not  document.  SAI  also  failed  to  take 
fully  into  account  the  market  growth 
stimulation  caused  by  interconnect 
competition. 

167.  niere  are  other  serious  defi¬ 
ciencies  in  the  SAI  study.  The  SAI  ap¬ 
pears  to  have  been  done  on  a  cash  flow 
basis  with  allocation  of  common  costs.*® 
However,  the  report  does  not  indicate  the 
methods  used  for  the  allcxjation  of  cost, 
nor  the  degree  of  conformity  to  the  basic 
industry  standard  methodology.  Al¬ 
though  it  appears  in  the  text  that  con¬ 
tribution  was  defined  as  the  difference 
between  revenue  and  cost,**  we  are  un¬ 
certain,  absent  underlying  documenta¬ 
tion  showing  all  the  underlying  costs 
actually  used,  that  such  is  the  case.  We 
also  find  that  equipment  costs  and  reve¬ 
nues  are  present^  in  a  questionable 
manner  with  discounted  present  values 
of  revenues  and  costs  being  converted 


**  We  note  that  the  SAI  study  results  shown 
lor  1976  indicate  that  terminal  equipment 
and  private  line  competition  have  had  no 
significant  effect  on  telephone  industry  reve¬ 
nues  or  basic  telephone  rates  to  date.  SAI 
Study,  1-26  to  1-27. 

“SAI  Study,  Appendix,  pp.  A37,  A40. 

“SAI  Study,  Appendix,  pp.  A38,  A56-58. 
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into  an  annuity."  We  do  not  believe 
there  is  a  need  to  use  such  a  procedure 
in  order  to  calculate  the  contribution  in 
a  test  year.  To  the  extent  that  the  pur¬ 
pose  of  the  present  worth  calculation  is 
to  achieve  a  life  cycle  measure  of  con¬ 
tribution,  the  results  differ  with  different 
discount  rates.  If  the  income  stream  is 
uneven,  use  of  a  low  discount  rate  will 
overemphasize  the  larger  of  cosrts  or  reve¬ 
nues  in  distant  years;  if  a  high  discount 
rate  is  chosen,  it  will  overemphasize  the 
larger  of  costs  or  revenues  in  the  nearer 
future.  If  costs  are  greater  than  revenues 
at  first,  and  revenues  greater  than  costs 
later  in  the  life  of  the  item  of  plant,  a 
low  rate  of  discount  will  show  the  in¬ 
vestment  to  be  profitable  in  a  present 
value  calculation,  while  a  high  rate  will 
show  it  to  be  unprofitable.*"  The  SAI 
methodology  therefore  appears  to  be 
subject  to  considerable  uncertainty  and 
possible  manipulation. 

168.  The  SAI  cash  flow  basis  for  anal¬ 
ysis  is  subject  to  question  on  other 
grounds  as  well.  Under  regulation,  reve¬ 
nue  requii’ements  are  generally  deter¬ 
mined  by  analysis  of  historic  embedded 
costs.  Although,  as  SAI  indicates,  struct¬ 
ure  of  tJtie  Uniform  System  of  Accounts 
for  telephone  companies  (Part  31  of  the 
PCC  Rules)  does  not  generally  permit 
the  analysis  of  the  costs  and  investment 
in  a  particular  service,"*  this  is  not  really 
an  Insurmountable  obstacle.  The  re¬ 
quired  cost  breakdowns  are  readily  pre¬ 
pared  from  the  parallel  set  of  alloca¬ 
tions  which  are  used  for  toll  settelements 
and  are  based  on  the  jurisdictional  sep¬ 
arations  analysis.  The  accounting  for 
jiurisdictional  separations  rests  on  the 
same  foundation  as  the  Uniform  System 
of  Accounts — the  continuing  property 
record.  However,  the  allocations  are  by 
function,  location  and  use  rather  than 
by  type  of  expenditure,  so  analysis  of 
the  separations  worksheets  permits  costs 
to  be  distributed  by  service. 

169.  SAI  defines  local  contribution  (di¬ 
rect  contribution)  as  “that  portion  of  the 
contribution  that’s  independent  of  the 
settlements  mechanism.”  However, 
none  of  the  tables  submitted  by  SAI,  in 
fact,  show  local  contribution  separately 
from  the  interstate  toll  contribution  (in¬ 
direct  contribution) .  Utilizing  sample 
data  reported  by  SAI  w'e  have  calcu¬ 
lated  local  contribution  separately  for 
business  extensions.’"*  Lacking  detailed 


”  SAI  study.  Appendix,  p.  A55. 

*"  SAI  Study,  Appendix,  p.  A48. 

SAI  Study,  Appendix,  p.  A40. 

'o®SAI  Study,  Appendix,  A59.  It  also  ap¬ 
pears  that  SAI  may  have  used  only  the  ver¬ 
tical  equipment  costs  allocated  to  the  intra¬ 
state  market  in  its  analysis.  As  noted  in  our 
analysis  of  Bell’s  EDC  Study,  such  procedure 
cannot  be  accepted  as  valid. 

101  We  question  the  validity  of  the  invest¬ 
ment  figures  utilized  by  SAI.  The  investment 
figures  are  mere  projections  by  sample  com¬ 
panies,  rather  than  book  figures,  and  are 
based,  in  part,  upon  the  consideration  of 
what  the  company  would  do  under  a  com¬ 
petitive  atmosphere  as  opposed  to  what  they 
do  now.  In  other  words,  are  we  to  suppose 


data  we  could  not  calculate  local  contri¬ 
bution  separately  for  other  business 
services  such  as  PBX  and  K’l'ti.  BAI 
hlbit  A-4  shows  for  a  “cost  study”  com¬ 
pany,  a  business  extension  to  have  an¬ 
nual  locid  revenues  of  $22.94.  Cash  ex¬ 
penses  are  shown  to  be  $13.80,’“  return 
is  shown  at  $2.55,’“  and  depreciation  is 
shown  as  $8.75,’“  giving  a  revenue  re¬ 
quirement  of  $25.10,  for  business  exten¬ 
sions.  Therefore  the  local  contribution 
for  busine.ss  extensions  is  negative  to  the 
amount  of  $2.16.  For  an  “average  sched¬ 
ule”  company,  the  amiual  local  revenues 
are  also  given  as  $22.94.’*  Cash  expenses 
for  the  “average  schedule”  company  are 
given  as  $14.64,’*  return  is  $2.55  and 
depreciation  is  shown  as  $8.75.’*  Revenue 
requirements  are  thus  $25.94  for  the 
“average  schedule”  company,  so  local 
contribution  from  business  extensions 
for  the  average  schedule  company  is 
negative  by  $3.00.  However,  in  SAI  Table 
A-7,  SAI  shows  positive  contribution  for 
business  extensions  of  $9.33  and  $10.14  in 
“cost  study”  and  “average  schedule” 
companies,  respectively.’*  We  conclude 


fr<»n  this  analysis  that  SAI  either  found 
negative  local  contributions  for  busi¬ 
ness  extensions,  or  that  its  methodology 
forced  local  contributions  to  zero  artifi¬ 
cially.  If  our  finding  of  negative  local 
contributions  is  typical  of  other  busi¬ 
ness  services,  such  as  PBX,  KTS  and 
Centrex,  the  SAI  contribution  estimates 
which  we  reproduce  as  Table  IV-4  below 
appear  to  be  either  incorrect  or  due  en¬ 
tirely  to  interstate  toll  contribution.  It 
is  not  appropriate  to  include  such  toll 
contribution  as  a  subsidy  from  vertical 
services  to  basic  local  exchange  service, 
because  this  toll  contribution  may  also 
subsidize  vertical  services  and  its  exist¬ 
ence  is  independent  of  such  vertical 
services.  P\irther,  in  light  of  findings  be¬ 
low  indicating  negative  direct  contri¬ 
butions  by  vertical  services  (l.e.,  vertical 
services  are  recipients  of  subsidy  rather 
than  donors)  in  New  York,  Vermont  and 
Massachusetts  it  is  reasonable  to  con¬ 
clude  that  the  business  and  vertical  serv¬ 
ices  studied  by  SAI  might  also  be  recipi¬ 
ents  of  subsidy. 


T.\hi,k  IV-1.—  Flxfiinnted  annualized  contributum  at  a^-hieved  rate  of  return  for  seteeted 
rertieal  scrviee  equipment  categorien 

[Pretax  dollars  inir  aimuiu  per  unit  of  equipment] 


K(|Uipiiienl  raUgiiiy 


Business  «;xte,iision: 

Installed  slmultaiieou.sly  with  main  station . 

Installed  subsequently . 

Ib'sidence  extemsion: 

Installed  simultaneously  with  main  station . 

Installed  subsequently . . . 

KTS: 

Instrument .  . 

Common  equipment.  .  .  . 

PBX: 

Instrument .  . 

Common  equipment : 

1  to  40  lines . .  . 

41  to  80  Unes . 

81  to  99  lines . . 

100to499Bm« . 

500  or  more  lines . . . 


I>oeal  contribution'  Total  of  local  and  toll 

contribution » 


Cost  study 
company 

Average 

schedule 

company 

Cost  study 
company 

Average 

schedule 

comjiaiiy 

‘$2.16 

>$3.00 

$9.33 

$10.  14 

(h 

i*) 

8.74 

9.61 

(«) 

1‘) 

.5.  18 

.5.69 

(*) 

(‘) 

5. 18 

.5. 78 

(«) 

t‘) 

03 

.15.  45 

(«) 

(«) 

.5.86 

11.  14 

(«) 

{‘) 

o.;i4 

10. 18 

(«) 

656.76 

688.93 

(•) 

(‘) 

89.5.94 

939. 04 

(‘) 

(*) 

1,265.33 

1,368.2.5 

(’) 

(‘) 

21380.55 

2,  .552. 65 

(*) 

1, 59.5. 12 

1, 846.  49 

'  SAI  study,  appemlix,  exhibit  A4,  p.  A72. 

•  SAI  study,  appendix,  fable  A7,  p.  A71. 

»  Negative  amount. 

*  Not  reported. 


costs  suddenly  change  and  become  lower  be¬ 
cause  of  competition?  In  particular,  based 
upon  our  experience,  the  $14.22  figure  given 
for  installation  of  a  business  extension  at 
the  same  time  as  a  main  station  seems  inor¬ 
dinately  low.  For  example,  the  NYPSC  In¬ 
forms  us  that  Mid-States  Telephone  Com¬ 
pany  of  New  York,  which  was  a  sample  SAI 
company,  reports  a  capitalized  figure  of  $68- 
$67  for  such  installation  and  Rochester  Tele¬ 
phone  Company  of  New  York,  which  was  not 
sampled,  reports  a  capitalized  figure  of  $134. 
Absent  documentation  regarding  SAI’s  sam¬ 
pling  process  and  how  it  translated  sampled 
data  into  specific  Investment  figures  we  can¬ 
not  accept  as  valid  any  of  SAI’s  investment 
figures. 

Neglecting  interest  expense  ($1.32) 
which  is  included  in  the  return  component 
as  well. 

i<»It  is  reported  as  $7.10,  but  just  as  only 
81 .2  percent  of  the  return  component  is  used, 
it  appears  only  81.2  percent  of  the  depreci¬ 
ation  component  is  used. 


It  is  reported  as  $7.10,  but  just  as  only 
81.2  percent  of  the  return  component  Is  u.sed, 
it  appears  only  81.2  percent  of  the  deprecia¬ 
tion  comptonent  is  used. 

^*’rhe  use  of  SAI  of  the  same  revenue 
figure  for  local  revenues  in  both  cases,  "cost 
study’’  and  “average  schedule’’  companies, 
coupled  with  their  use  of  some  similar  and 
some  different  cost  figures,  means  that  SAI 
conclusions  are  unreliable  and  cannot  be 
accepted  as  valid.  It  Is  possible  that  local 
contribution  may  be  positive  for  one  group 
of  companies,  although  for  other  companies 
it  could  be  negative.  Absent  underlying  doc¬ 
umentation  we  are  unable  to  make  this 
determination.  ^ 

‘"•Reported  as  $15.96,  less  $1.32  in  hiterest 
Kw  Reported  as  $2.07,  but  corrected  to  show 
full  7.69  percent  return  on  $33.18  Investment. 

“•Shown  as  $7.10,  but  adjusted  upward 
to  reflect  omission  of  28.8  percent. 

“•SAI  Study,  Appendix,  p.  A71 
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It  appears  that  SAI  may  be  aware  that 
local  (direct)  contributicm  is  negative 
from  vertical  services,  since  SAI  shows 
that  the  effect  of  interconnect  ccMnpeti- 
tion  will  be  to  inititdly  reduce  revenue 
requirements  somewhat  for  basic  serv¬ 
ices,  and  even  more  so  for  vertical  busi¬ 
ness  services.^*  If  indeed  basic  services 
were  recipients  of  substantial  subsidies 
from  business  vertical  services  (which 
SAI  has  not  shown),  the  effect  of  com¬ 
petition  would  be  to  increase  basic  serv¬ 
ice  revenue  requirements  vis-a-vis  ver¬ 
tical  services  rather  than  decrease.  If 
interconnect  companies  capture  the  sub¬ 
sidized  vertical  service  business,  thereby 
removing  the  subsidization  burden  from 
basic  service  subscribers,  the  result  could 
be  basic  local  exchange  rate  decreases, 
rather  than  exchange  rate  Increases,  as 
result  of  interconnect  competition. 

170.  Also,  for  s(Mne  tmexplained  reason, 
SAI  considered  Centrex-CO  to  be  basic 
business  service  rather  than  vertical 
service.’"  Since  other  studies  by  Bell, 
NYPSC  (Augstell  Study),  NYPSC 
(Varma  Study),  and  CTTC  (Baer  and 
Mitchell)  all  find  Centrex  (which  they 
show  to  be  a  vertical  service)  to  be  un¬ 
derpriced,  any  subsidy  or  contribution 
SAI  shows  flowing  to  basic  business  serv¬ 
ice  must  be  influenced  by  the  subsidy  or 
contribution  probably  flowing  to 
Centrex. 

171.  From  data  in  the  SAI  Study,  it  is 
not  possible  to  determine  the  amount  of 
subsidy  that  users  of  basic  local  tele¬ 
phone  services,  including  basic  residen¬ 
tial  exchange  service,  may  be  giving  to 
business  and  vertical  services,  since  as 
noted  above,  most  of  the  detail  is  not 
reported.  However,  looking  only  at  busi¬ 
ness  extensions,  SAI’s  report  involves 
some  1,777,000  business  extensions  in  a 
sample  of  16  telephone  companies."*  If, 
on  the  average,  each  extension  was  the 
recipient  of  $2.58  in  subsidy,"*  total  sub¬ 
sidy  to  business  extensions  is  $4,584,660. 
If  rates  were  raised  for  business  exten¬ 
sions  to  eliminate  this  subsidy,  it  appears 
rates  could  be  lowered  for  the  13,667,000 
residential  main  telephones  in  the  16 
sample  companies  by  $.34  per  year  or 
$.03  per  month.  The  potential  for  basic 
residential  service  rate  reductions  when 
such  subsidization  of  any  other  business 


SAI  study.  Figure  1-4,  p.  1-26.  After  1980 
SAI  shows  Increases  In  revenue  requirements 
becavise  they  assume  that  In  1979  the  separa¬ 
tions  formula  will  be  changed  in  a  way  that 
will  have  an  especially  harmful  effect  on 
smaller  Independents,  and  will  especially 
benefit  AT&T.  As  explained  elsewhere  and 
by  T  -I-  E,  this  assumption  Is  remote  and  leads 
to  unrealistic  and  exaggerated  results. 

SAI  Study,  p.  1-6.  We  also  note  that  SAI 
considered  Centrex-CU  as  vertical  service 
although  Centrex-CU  and  Centrex-CO  serv¬ 
ices  are  Identical  except  for  the  location  of 
equipment,  and  are  functlonaly  related  to 
large  PBXs.  This  Inconsistency  adds  further 
uncertainty  to  the  SAI  Study  results. 

u*All  figures  cited  in  this  para,  are  taken 
from  SAI  Study,  Appendix,  p.  A65. 

i“Thl8  figure  Is  the  average  of  $2.16  and 
$3.00  (see  Table  IV-4  above),  the  contribu¬ 
tions  for  business  extension  telephones  In¬ 
stalled  at  the  same  time  as  m&ln  telephones. 


services,  such  as  vertical  services,  is  elim¬ 
inated,  is,  course,  far  greater. 

c.  Continental  Telephone  Company 
(.CTO.  172.  CTO  submitted  a  study  by 
Walter  S.  Baer  and  Bridge  M.  Mitchell 
(m  the  aggregate  effects  of  competition 
upon  CTC.  The  study  purports  to  show 
the  current  contributions  that  various 
classes  of  business  services,  including 
vertical  services,  are  making  to  residen¬ 
tial  customers.  The  study  also  attempts 
to  forecast  future  contribution  losses  due 
to  Interconnect  c(»npetition."* 

173.  The  methodology  used  is  based 
on  fully-distributed  costs,  i.e.,  directly 
attributable  costs  plus  allocations  of 
non-traffic  sensitive  plant  equally  to 
each  main  station  and  for  traffic  sensi¬ 
tive  plant  by  relative  usage  for  each 
class.  Report^  costs  include  operating, 
overhead,  taxes,  and  return  on  invest¬ 
ment  (8.5  percent) .  Revenues  are  speci¬ 
fied  for  individual  services,  including  toll 
settlements  allocated  by  the  same  fac¬ 
tors  as  for  costs.  Contributions  are  cal¬ 
culated  per  main  station  and  per  cus¬ 
tomer  as  well  as  by  gross  amount  in  the 
case  of  vertical  services.  We  note  that 
the  meaning  of  contribution  here  is  quite 
different  from  Bell’s,  since  joint  and 
common  costs  have  been  allocated  to 
I>artlcular  services.  Accounting  data  is 
system  wide  for  the  Summer  and  Pall  of 
1974.  Services  include  local  exchange 
and  toll  (considered  jointly)  and  vertical 
services,  (considered  individually  and  in 
the  aggregate)  for  both  residential  and 
business  customers.’"  The  traffic  study 
utilized  for  the  fully  distributed  cost 
method  was  done  on  a  statistical  sample 
of  35  CJTC  exchanges. 

174.  Table  IV-5  below  summarizes  the 
annual  contribution  per  main  station 
for  residential  users  and  business  users, 
and  for  basic  service  (local  exchange  anci 
toll)  and  for  vertical  services  claimed  by 
crrc: 


Tablk  IV-5. — Contributions  per  main 
station  in  the  CTO  system,  ITU 


Basic  service 

Vertical 

All 

(local  exchange 
plus  toll) 

services 

services 

Residential  nsers. 

-$59 

+W 

-$.S« 

Business  nsen _ 

+133 

+44 

+176 

SoCRCX. — CTC  CJomments,  table  1,  p.  13. 


CTC  also  presents  the  costs,  revenues 
and  contributions  for  local  exchange  and 
toll  service  collectively  and  vertical  serv¬ 
ices,  respectively,  covering  the  following 
classes  of  customers:  (a)  Residential; 
(b)  business  other  than  KTS  and  PBX; 


1“  We  have  considered  CTC’s  study  as  It 
relates  to  SCC  competition  In  Part  V  herein. 

“Since  the  principal  concern  of  this  In¬ 
quiry  Is  ascertaining  the  economic  Impact,  If 
any,  of  Interconnect  competition  on  the  rates 
and  availability  of  basic  local  telephone  serv¬ 
ice  Including  basic  residential  exchange  serv¬ 
ice,  CTC’s  aggregation  of  Intrastate  toll 
revenues  and  costs  with  basic  exchange  reve¬ 
nues  and  costs  In  Its  study  makes  It  difficult 
to  Isolate  the  precise  Impact  that  Inter¬ 
connect  competition  had  had,  or  will  have, 
on  local  exchange  service. 


(c)  KTS;  (d)  small  PBX;  and  (e)  large 
PBX."*  According  to  CTC  all  classes  of 
customers,  except  residential,  local  ex¬ 
change  and  toll  service  make  contribu¬ 
tions.  According  to  CTC  residence  exten¬ 
sions  also  make  contributions.  As  a  per¬ 
cent  of  revenue  earned,  the  claimed  con¬ 
tribution  appear  to  be  quite  high,  54  per¬ 
cent.  Residence  and  business  extensions 
and  vertical  services  are  all  associated 
with  large  percentage  contributions,  ap¬ 
proximately  50  percent,  under  the  C^C 
results.  Large  PBX  vertical  services, 
however,  are  quite  low  in  comparison,  12 
percent,  and  are  even  lower  in  compari¬ 
son  to  local  exchange  and  toll  contribu¬ 
tions,  40  percent. 

175.  CTC  also  provides  forecasts  of  fu¬ 
ture  contribution  losses  from  intercon¬ 
nection.  Using  the  baseline  case  year  of 
1980,  (TTC  projects  annual  local  ex¬ 
change  rate  increases  of  $5.16 — $5.52  and 
$32.31 — $34.58  for  residential  and  busi¬ 
ness  customers,  respectively,  due  to  in¬ 
terconnect  competition.’”  CTTC  assumes 
that  the  historically  observed  growth 
rates  shown  by  its  own  services  over  the 
1971-1974  period  will  continue  to  1980 
and  that  there  will  be  no  Increase  in 
competition.  This  Includes  projecting 
continued  growth  in  the  percentage  of 
total  revenue  produced  via  toll  settle¬ 
ments.  We  note  that  there  are  no  asso¬ 
ciated  costs  for  toll  settlements,  so  that 
revenue  losses  and  contribution  losses 
are  the  same  in  this  case.  For  the  base¬ 
line  case,  vertical  service  investment  is 
projected  to  grow  at  12  percent  for  PBX 
and  KTS  and  for  between  15  to  18  per¬ 
cent  for  business  and  residential  exten¬ 
sions.  Changes  in  costs  for  the  various 
scenarios  associated  with  Interconnec¬ 
tion  competition  “•  enter  through  the 
change  in  investment.  For  example.  In 
Scenario  n,  the  growth  In  vertical  serv¬ 
ice  investment  is  reduced  from  the  12 
percent  in  the  baseline  case  to  only  6 
percent.  This  change  in  investment  be¬ 
tween  the  baseline  case  and  Scenario  II 
will  be  refiected  in  a  cost  difference  be¬ 
tween  them,  thus  affecting  the  contribu¬ 
tion  losses.’”  CTC  defines  losses  with 
respect  to  the  baseline  case  and  not  with 
respect  to  CHTC’s  current  business,  nor 


“  See  our  Table  IV-7  and  discussion  be¬ 
low  where  we  set  forth  in  detail  and  evaluate 
CTC’s  contribution  estimates. 

CTC  Comments,  Tables  3  and  4. 

“CTC  considers  4  scenarios:  Scenario  I — 
Tariffs  reduced  to  ideld  zero  contribution  for 
business  extensions,  KTS  and  PBX  by  1980; 
Scenario  II — ^business  extension,  KTS  and 
PBX  projected  annual  growth  rate  reduced 
by  50  percent;  Scenario  III — loss  of  10  per¬ 
cent  of  business  extensions,  KTS  and  PBX 
by  1980;  and  Scenario  IV — loss  of  25  percent 
by  business  extensions,  KTS  and  PBX  by 
1980.  CTC  considers  Scenario  II  most  likely. 
See  CTC  Comments,  Baer  and  Mitchell  Study, 
Table  IV-5,  p.  43.  We  note  that  the  likeli¬ 
hood  of  any  of  these  scenarios  actually  re¬ 
sulting  Is  not  fully  documented.  For  exam¬ 
ple,  it  does  not  appear  that  market  stimula¬ 
tion  by  Interconnect  competition  or  tech¬ 
nological  innovation  by  telephone  companies 
were  taken  into  account  In  any  of  the  sce¬ 
narios. 

CTC  Comments,  Table  IV-5 
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with  respect  to  any  loss  in  its  current 
customer  base.  CTC’s  projections  are  all 
based  on  growth  added  to  CTC’s  current 
customer  base.  The  contribution  losses 
are  due  to  the  difference  in  growth  with 
no  increase  in  competition  and  growth 
with  intensified  competition.  For  exam¬ 
ple,  in  1980  annual  contributions  from 
vertical  services  under  the  baseline  case 
are  $34,612,000,  compared  to  1974 
claimed  contributions  of  $12,168,000. 
Under  Scenario  II  there  is  a  loss  of  local 
contribution  of  $8,401,000  from  the  base¬ 
line  contribution  of  $34  million  in  1980. 
Therefore,  under  Scenario  I,  contribu¬ 
tions  are  listed  as  $26,211,000  in  1980. 

176.  We  find  significant  deficiencies  in 
Baer  and  Mitchell’s  reported  results  on 
behalf  of  CTC.  Among  other  things,  the 
reported  results  are  internally  inconsist¬ 
ent,  and  their  statistical  results  lead  to 
self  contradictory  conclusions.  We  were 
unable  to  resolve  many  of  the  contradic¬ 
tions  we  found,  despite  direct  consulta¬ 
tions  between  our  staff  and  the  authors. 
For  example,  while  attempting  to  test 
the  validity  of  CTC’s  current  contribu¬ 
tion  estimate,  we  could  not  reconcile 
CTC’s  plant  as  shown  by  Baer  and 
Mitchell  with  the  corresponding  amoimt 
shown  in  CTC’s  Balance  Sheet.  Multiply¬ 
ing  the  investment  per  station  or  system 
by  the  number  of  stations  or  systems 
does  not  equal  the  plant  investment 
shown  in  the  company’s  annual  report  as 
indicated  in  Table  IV-6  below' : 

Tabi.K  I V- ♦».-- < '7'r’  hi  ri'xl niriit.  lUI '/ 


Avi-ragp  i,Kro8s) 
iuvestmem  per  Total  iiivejit- 
C’lasfi  <>I  Nuiiilterof  eustomer  (lines,  nieiit  (col.  (a) 
customer  cu.stomi‘rs  extension.s  ami  times  col.  (b)) 
common  e<juii>- 
ment) 

ta)  '!))  1C) 


Residence..  1,215,(XK)  $1. 148, 17o,ai0 

Busines.s .  152, 2(X)  1,145  174, 289,  (XK) 

Key  system.  13, .500  5,429  7.3,291,500 

Small  PBX.  1,620  28,116  4.5,547,920 

LargePBX..  1:16  171,49;i  23,,323,048 

Total . - .  .  1,464,606,468 


SoVRCE.— CTC  Comments,  Baer  A  Mitcltcll  sUidy, 
table  II 1-6. 

In  its  1974  Annual  Report  to  Share¬ 
holders,  CTC  repoi’ts  $1,997,249,000  in 
gross  telephone  plant,  or  $1,651,319,000 
in  net  plant.’““  This  differs  greatly  from 
the  total  investment  figure  given  by  CTC 
in  Table  IV-6  above.  The  difference  is 
too  great  to  be  rounding  error,  but  yet 
appears  too  small  to  be  jointly  used  cen¬ 
tral  office  plant.  In  any  event,  Baer  spe¬ 
cifically  states  that  costs  are  fully  dis¬ 
tributed.'"*  The  difference  also  appears 
too  large  to  be  due  to  separations.  If  it 
is  the  result  of  CTC’s  comparing  total 
revenues  with  intrastate  plant  and  ex¬ 
pense,  a  fundamental  problem  arises: 
Any  analysis  considering  the  subsidy 
from  interstate  toll  to  other  services 

’»>CTC's  Annual  Report  to  Shareholders, 

1974,  p.  12. 

Letter  to  Allen  Buckalew  of  the  PCC 
Common  Carrier  Bureau  staff,  December  12, 

1975.  p.  1. 


should  fii-st  deduct  interstate  toll  ex- 
pienses  and  return.  We  are  unable  to  ver¬ 
ify  that  this  has  been  done.  There  is  also 
a  conceptual  problem,  discussed  below,  in 
attributing  to  terminal  equipment  such 
as  PBX  and  KTS  a  subsidy  that  actually 
comes  from  interstate  toll  service. 

177.  Baer  and  Mitchell  allocate  ex¬ 
penses  to  various  service  classifications 
in  proportion  to  the  allocated  plant.  'They 
use  the  overall  ratio  of  expense  to  gross 
plant  of  27.9  percent.  It  is  imlikely  that 
such  a  ratio  applies  equally  to  business 
and  residential  services  (much  less  KTS 
and  PBX  services) .  According  to  CTC’s 
annual  report  to  shareholders,  telephone 
operating  expenses  in  1974  were  $327,- 
722,000  and  gross  plant  was  $1,997,249,- 
000,’--  which  implies  that  the  average 
should  be  16.4  percent  of  gross  plant 
rather  than  27.9  percent.  Using  the  gross 
plant  statistic  quoted  in  Table  IV-6 
above,  the  ratio  of  operating  expenses 
(327,722,000)  to  gross  plant  ($1,464,606,- 
468)  should  be  22.4  percent.  We  are  un¬ 
able  to  explain  the  difference  and  there¬ 
fore  verify  the  accuracy  of  the  reported 
contribution  estimates. 

178.  There  are  other  judgments,  basic 
to  the  contribution  lass  estimates  pre¬ 
sented,  which  render  CTC’s  reported  re¬ 
sults  questionable.  According  to  Baer, 
plant  is  allocated  to  the  various  customer 
clas.ses  as  follows; 

*  •  *  1 1  Investment  and  overhead  expenses 
1  were  |  allocated  among  services  according  to 
relative  use.  TlUs  methodology  was  selected 
because  it  Ls  consistent  with  the  separations 
principles  presently  used  to  divide  toll  rev¬ 
enues  among  independent  telephone  com¬ 
panies  and  the  Bell  System.  Investment  was 
then  .separated  into  traffic  .sensitive  and  non- 
traffic  sensitive  components;  the  traffic  sensi¬ 
tive  was  allocated  among  cu.stomer  classes 
according  to  relative  usage  measured  In  the 
Continental  system,  while  nontraffic  sensitive 
plant  was  allocated  equally  among  subscrib¬ 
ers  (main  stations). 

'The  foregoing  represents  a  question¬ 
able  methodology.  The  official  formula 
for  making  jurisdictional  separations  al¬ 
locates  nontraffic  sensitive  plant  accord¬ 
ing  to  relative  use,  as  indicated  in  the 
first  two  sentences.  While  alternative  al¬ 
locations  have  been  proposed,  the  pro¬ 
posals  are  usually  to  allocate  on  the  basis 
of  some  notion  of  causation  or  in  propor¬ 
tion  to  allocated  investment.  In  any 
event,  the  result  appears  to  be  a  gross 
over-allocation  to  residence  service  of 
nontraffic  sensitive  plant  and  expense 
(which  are  generally  a  very  large  pro¬ 
portion  of  the  total  in  smaller  telephone 
companies,  such  as  those  in  the  CTC  sys¬ 
tem).  Accordingly,  we  believe  it  likely 
that  CTC  has  overestimated  the  resi¬ 
dential  investment  and  expense  and  un¬ 
derestimated  business  revenue  and  ex¬ 
pense  with  a  resultant  overestimate  of 
contribution  flowing  to  residence.’" 

CTC’s  Annual  Report  to  Shareholders, 
1974,  pp.  11-12. 

Letter  to  Allen  Buckalew  of  PCC  Com¬ 
mon  Carrier  Bureau  Staff,  December  12,  1975, 
p.  1. 

^  Note  that  none  of  this  argument  depends 
on  Improved  allocation  of  costs  between 


179.  Another  significant  defect  we  find 
in  the  Baer  and  Mitchell  analysis  in¬ 
volved  their  traffic  study,  which  was  the 
basis  for  determining  usage.  We  believe 
they  properly  used  relative  busy-hour 
usage  per  main  station  or  trunk  for  local 
service.  However,  the  toll  service  usage 
is  determined  for  a  24-hour  period.  Obvi¬ 
ously,  relative  busy-hour  usage  is  appro¬ 
priate  for  toll  as  well  as  local  service.  The 
idea  behind  allocating  plant  on  the  basis 
of  busy-hour  usage  for  local  service  is 
the  fact  that  the  plant  is  designed  to 
handle  traffic  at  the  busy-hour  and  one 
would  like  to  charge  the  costs  of  the  pieak 
hour  traffic  to  the  customers  that  cause 
it.  The  same  is  true  of  toll  service  and 
therefore  a  24-hour  period  masks  the 
true  usage  and  the  costs  of  providing 
service.  ’Thus,  contribution  loss  estimates 
may  be  overstated  due  to  an  understate¬ 
ment  of  costs. 

180.  In  its  Table  ni-6,''*'  Baer  and 
Mitchell  present  the  combined  costs,  rev^ 
enues,  and  contributions  by  class  of  cus¬ 
tomers.  This  CTC  table  shows  that  every 
class  except  residence  provides  contribu¬ 
tion,  with  these  amounts  ranging  frcHn 
$101  annually  (from  business  basic  serv¬ 
ice)  to  $12,  243  (from  a  large  PBX) .  The 
combined  contribution  analysis  presents 
serious  difficulties.  For  one  thing,  the 
amoimt  of  contribution  allegedly  needed 
to  “support”  residential  subscribers  is 
equal  to  approximately  $68  million  (cal¬ 
culated  by  multiplying  1,215,000  resi¬ 
dence  customers  by  an  alleged  $56  con¬ 
tribution  loss  per  customer).  However, 
the  amount  of  alleged  contribution  fur¬ 
nished  under  CTC’s  baseline  case  to  resi¬ 
dence  from  business,  KTS  and  PBX  cus¬ 
tomers  equals  only  $34  million. In  other 
words,  imder  an  8.5  percent  rate  of  return 
residents  still  need  $34  million  in  contri¬ 
bution.  ’The  authors  state  that  this  can 
be  recxinciled  because  CTC  earned  less 
than  an  8.5  percent  rate  of  return  and 
that  directory  advertising  also  provides 
support  to  residents.  In  1974  CTTC  had  a 
net  operating  income  of  $119  million  (in¬ 
cluding  directory  advertising  revenue.-; » 
and  telephone  property  of  $1,561  million, 
so  the  rate  of  return  would  equal  approx¬ 
imately  7.2  percent.  If,  as  the  authors 
state,  the  $34  million  required  is  due  to 
not  making  a  8.5  perceilt  rate  of  retai  n, 
then  adding  $34  million  to  net  operating 
income  should  equal  about  8.5  percent. 
However,  it  does  not:  increasing  net 
operating  income  by  $34  million  would 
give  a  rate  of  return  of  9.3  percent.  This 
circumstance  may  be  related  to  the  other 
unreconcilable  discrepancies  between 
Baer  and  Mitchell’s  results  and  those  re¬ 
ported  in  CTC’s  annual  report. 

181.  According  to  CTC,  the  annual 
contribution  levels  in  millions  of  1974 
dollars  are  shown  in  Table  11^-7  belov 
column  I; 

residence  and  buslnes.s.  Our  ai-guiuem  ai>',\e 
is  based  solely  on  Baer  and  Mitchell’s  ap¬ 
parent  departure  from  accepted  allooarioii 
methods  as  used  in  or  advocated  by  the  tele¬ 
phone  industry. 

“CTC  Comments,  Baer  and  Mitehel) 
Study,  p.  33. 

>»>  See  our  Tables  lV-6  and  IV-7  for  figures 
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Table  IV-7. — CTC  contrihution  level*  {197  i) 
[DoDan  per  costomer,  main  statioo  line  or  trunk] 


Kztensions  and  common  equipment  and  extensions 

Main  station 
line  or  tmnk  * 

With 

Without 

Contiibation 
from  eqraipment 
after 

settlements  * 

settlements  • 

unbundling  • 

(1) 

(2) 

(3) 

(4) 

. : .  ($.■») 

$9.77 

$5.55 

Business . . . 

.  91 

16.07 

11.55 

Key  system. . - . 

.  208 

271.00 

128.00 

($11) 

Small  PBX . 

.  .551 

1,606.00 

(365.00) 

(578) 

Large  PBX . 

.  609 

5,302.00 

(13,908.00) 

(14, 179) 

‘  CTC  Comments,  Baer  &  Mitchell,  table  1-1,  p.  4. 

’  CTC  Comments,  Baer  A  Mitchell,  table  1-1,  p.  81. 

»  CTC  Comments,  Baer  &  Mitchell,  pp.  31,  33,  modified  on  our  worksheets. 


Assuming  the  validity  of  the  figures  re¬ 
ported,  it  is  clear  from  Table  IV-7  above 
that  business  main  stations  are  provid¬ 
ing  insignificant  amounts  of  contribu¬ 
tion.  The  picture  with  respect  to  vertical 
services  is  not  so  clear.  According  to  the 
authors,  “total  toll  settlements”  (indirect 
contributions)  were  distributed  among 
customer  classes  in  the  main  station 
analysis.  However,  in  the  station  equip¬ 
ment  and  vertical  service  analysis,  (TTC 
again  included  a  toll  settlements  com¬ 
ponent.  We  report  CTC’s  results  both 
ways:  In  Table  IV-7,  column  2  includes 
toll  settlements,  and  colunm  3  excludes 
them.  It  is  clear  from  Table  rV-7  that 
non-PBX-KTS  business  vertical  services 
provide  little  contribution,  even  by  the 
carriers’  estimates.  The  result  in  column 
3,  however,  shows  that  the  alleged  con¬ 
tribution  from  PBXs  may  not  exist.  In¬ 
deed,  if  CTC  did  double  count  the  toll 
settlements  component  of  contribution, 
i.e.,  indirect  contribution,  as  Baer  and 
Mitchell  appear  to  state  in  their  text, 
when  this  possible  double  counting  is  re¬ 
moved,  PBXs  appear  to  be  the  recipient 
of  subsidy  (col.  3  of  Table  rV-7) . 

182.  As  noted  above,  there  is  no  way 
we  can  verify  any  interpretations  of  this 
study  since  the  revenue,  expense  and  in¬ 
vestment  data  in  CTTC’s  submission  in 
this  docket  all  disagree  with  those  given 
by  CTC  in  its  other  published  reports. 
We  cannot  even  be  certain  of  the  amount 
of  the  interstate  toll  subsidy,  since  it 
does  not  appear  that  Baer  and  Mitchell 
deducted  toll  expenses  from  toll  revenues. 

183.  However,  even  if  Baer  and  Mitch¬ 
ell  did  manage  to  avoid  double  counting 


toll  settlements,  there  is  a  serious  ques¬ 
tion  of  how  to  interpret  their  results.  The 
most  that  Baer  and  Mitchell  have  shown 
is  that  in  CTC  there  is  a  large  overall 
subsidy  from  interstate  toll  service  i.e., 
indirect  contribution.  •  The  mechanism 
for  this  subsidy  is  of  course,  the  revenue 
transfers  effected  by  the  separations 
formula.  It  appears  from  Baer  and 
Mitchell’s  results,  as  we  analyse  them  in 
column  3  of  Table  rV-7  above,  that  the 
principal  beneficiaries  of  this  subsidy, 
on  a  per  line  basis,  may  be  PBX  cus¬ 
tomers. 

184.  In  view  of  the  piupose'  of  this 
inquiry,  it  is  important  to  examine  the 
effects  of  “imbundling”  on  the  results. 
One  effect  of  widespread  Interconnection 
of  customer  equipment  could  be  the  re¬ 
statement  of  tariffs  for  access  lines  and 
equipment,  so  that  the  charge  for  the 
access  line  remains  fully  compensatory 
even  if  the  customer  provides  his  own 
equipment.  Table  rV-7  above.  Column  4, 
restates  the  contribution  from  ITS  and 
PBX  common  control  equipment  and  ex¬ 
tensions  by  deducting  both  the  PBX 
trunk  charge  and  the  toll  settlement 
amount."'  Note  that  the  trunk  charge 
deducted  was  not  a  compensatory,  un¬ 
bundled  trank  charge,  but  the  present 
charge  which  was  established  under  the 
assumption  that  station  equipment 
would  be  provided  as  well.  We  con¬ 
clude  from  this  analysis  that  terminal 
equipment  for  business  services  other 


We  noted  a  similar  deficiency  In  the  SAI 
study,  svipra,  n.  90. 


than  the  basic  service  may  have  been 
underpriced  substantially.  Moreover, 
residential  service  does  not  appear  to 
be  the  recipient  of  any  substantial 
amovmt  of  subsidy  from  business  station 
equipment  in  the  CTC  System. 

185.  If  PBXs  paid  their  full  costs  from 
local  revenue,  leaving  the  full  toll  con¬ 
tribution  to  be  allocated  to  CTC’s  resi¬ 
dential  subscribers,  it  appears  that  resi¬ 
dential  rates  could  be  lowered  signifi¬ 
cantly.  If  the  1,620  small  PBXs  paid  their 
full  way  instead  of  receiving  $365.00  back 
in  annual  toll  contribution,  and  if  the 
136  large  PBXs  paid  their  full  way  in¬ 
stead  of  receiving  $13,908.00  each  in  an¬ 
nual  toll  contribution,  there  would  be 
$2,482,788  in  additional  toll  contribution 
for  residential  exchange  customers.’** 
Thus,  residential  bills  for  basic  service 
could  possibly  be  lowered  by  $2.04  each 
year  for  every  one  of  the  CTC’s  1,215,000 
residential  customers  or  $0.17  per 
month.’* 

186.  With  unbundling,  so  that  the  con¬ 
tribution  from  toll  service  to  the  line 
charges  would  not  be  required,  residen¬ 
tial  rates  could  be  lowered  even  more. 
The  13,500  KTSs,  1,620  small  PBXs,  and 
136  large  PBXs  would  no  longer  absorb 
$11,578  or  $14,179  each  in  toll  contribu¬ 
tion  annually,  releasing  $3,013,204  in  toll 
contribution  that  they  are  not  absorb¬ 
ing.’*  Thus  basic  residential  rates  could 
be  lowered  by  $2.48  per  customer  annu¬ 
ally,  or  $0.21  per  customer  every  month.'" 
'This  result  is  consistent  with  our  other 
findings  herein  that  vertical  services  in 
New  York,  Vermont,  Massachusetts  and 
probably  California  are  likely  to  be  re¬ 
cipients  of  subsidy  from  basic  telephone 
service  including  basic  residential  ex¬ 
change  service. 

d.  General  Telephone  and  Electronics 
(GTE).  187.  GTE  presents  its  estimates 
of  current  contributions  from  vertical 
services  to  local  exchange  service  which 
are  reported  in  Table  IV-8  below: 


See  CTC  Comments,  Baer  &  Mitchell,  p. 
31,  and  our  Table  IV-7  above  for  the  cited 
figures. 

i»See  CTC  Comments,  Baer  &  Mitchell. 
p.33. 

See  CTC  Comments,  Baer  &  Mitchell,  p. 
31,  and  our  Table  IV-7  above  for  the  cited 
figures. 

“*We  note  that  “basic  residential  service” 
In  CTC's  terminology  Includes  both  Intra¬ 
state  exchange  and  toll  service. 
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Table  IV-8. — Vertical  service  contributions,  ITU 


PopolaUon  TninkArtatioa  Unit  Totel 

ATcrace  size  eootributlon  (mlllkaa) 


BeMenoe  extension..... _ _ _  3,844,000  1/1  $8.52  $34.3 

HiiidTMiBn  uTtanslnii _ .... _ ..... _ ... _ _  813,000  1/1  17.05  1A3 

Bmall  PBX  (40  Unes  or  less) .  8,857  3.5/25  1,555.04  13.8 

MedlnmPBX  (41to801ines) .  4,219  5.5/55  2,73a43  1L5 

Lem  PBX  (80  Unes  (ff  more) .  3,644  8.5/125  7,898.74  35.1 

KTS  .  62,360  3/6  439.94  33.0 


SoTTECE.— OTE  Comments,  ettechment  1,  p.  8  and  app, 

For  the  same  services  GTE  presents  a 
series  of  contribution  loss  projections  to 
1984.  Costs  are  proportionately  based  on 
direct  costs  and  both  costs  and  tariff 
rates  are  held  constant  in  1974  dollars, 
except  when  an  inflation  rate  of  7  per¬ 
cent  is  applied.™  The  impact  of  inter¬ 
connect  competition  in  the  period  1975- 
1984  is  studi^  under  five  scenarios  (PBX 
penetration  is  assumed  to  be  10  percent 
higher  than  the  figures  listed  below) : 
(1)  no  change  in  telephone  company 
rates,  low  market  penetration  (15  per¬ 
cent)  ;  (2)  no  change  in  telephone  com¬ 
pany  rates,  medium  market  penetration 
(25  percent) ;  (3)  no  change  in  telephone 
company  rates,  high  market  penetration 
(50  percent);  (4)  price  at  cost  and  90 
percent  market  retention  by  telephone 
company;  and  (5)  price  at  cost  plus 
connecting  arrangements  and  90  percent 
retenti(m  by  telephone  company.  The 
GTE  estimates  are  presented  in  Table 
IV-9  below: 

Table  IV-9. — Annual  contribution  loss 
(In  milUons  of  dollars] 

1975  1984  Cumulative 


Scenario  1 .  1.9  31.3  172.7 

Scenario  2.. . 3.0  43.8  239.6 

Scenarios .  5.6  73.7  397.1 

Scenario  4.. . 72.2  85.8  786.6 

Scenarios .  56.4  69.1  624.8 


BoCBCK.— GTE  comments,  app.  1-A,  p.  10. 

188.  No  underlying  dociunentatlon  is 
provided  by  GTE.  Although  a  directly  at¬ 
tributable  cost  methodology  is  used,  the 
included  costs  and  revenues  separately 
stated  are  not  provided.  Toll  settlements 
appear  to  be  included  in  revenues  but 
the  precise  method  is  left  unspecified. 
Iherefore,  we  cannot  determine  how 
much  of  the  total  alleged  contribution 
from  vertical  services  is  attributable  to 
the  separations  mechsinlsm.  The  Impor¬ 
tance  of  making  this  determination  was 
pointed  out  earlier  in  our  discussions  of 
the  SAI  and  (TTC  studies.  Moreover,  in 
discussing  the  incidence  of  vertical  serv¬ 
ice  contributions  GTE  states  that,  “We 
believe  local  exchange  service  is  the  pri¬ 
mary  beneficiary.”  (Emphasis  added)™ 
This  GTE  statement,  for  which  no  evi¬ 
dentiary  support  is  offered,  appears  to 
contradict  the  reported  results  of  its  con¬ 
tribution  analysis  and  seems  to  indicate 
that  other  intrastate  ratepayers,  such  as 

"However,  we  are  not  told  when  the  In¬ 
flation  rate  Is  applied. 

“•  OTg  Comments.  1-A,  p.  3. 


1-A,  p.  a 

toll  users,  might  be  receiving  ccmtribu- 
tions  rather  than  local  exchange  users. 

189.  GTE  also  indicates  that  the  cost 
and  revenue  data  used  in  its  analysis  is 
based  on  Information  collected  from  a 
sample  of  GTE  telephone  companies. 
Without  documentation  regarding  this 
sample  of  telephone  companies,  we  can¬ 
not  determine  if  the  sample  is  represent¬ 
ative  of  the  GTE  system  or  whether  the 
sample  was  statistically  valid.  Thus,  we 
cannot  determine  the  validity  of  the  cost 
and  revenue  data  used  by  GTE.  In  regard 
to  the  estimates  of  future  contribution 
losses  under  various  scenarios  no  docu¬ 
mentation  is  provided  demonstrating  the 
likelihood  of  any  of  the  scenarios  act¬ 
ually  resulting.  For  example,  it  does  not 
appear  the  scenarios  take  into  account 
the  effect  of  PBX  and  KTS  maiiEet 
growth  stimulation  on  telephone  com¬ 
pany  revenues  which  we  have  found  is  a 
likely  result  of  interconnect  competition. 
Nor  does  it  appear  the  effect  of  telephtme 
company  innovation  or  pricing  responses 
are  considered  to  any  great  extent  by 
GTE  in  its  scenarios.  Further,  GTE  as¬ 
sumes  without  justification  that  inter¬ 
connect  company  market  penetration 
will  continue  into  the  future  at  present 
rates  and  levels.  For  reasons  stated  below 
this  assumption  is  imrealistic. 

190.  The  major  problem  we  have  with 
the  GTE  estimates  of  contribution  loss, 
however,  is  that  although  the  results  are 
shown  in  terms  of  lost  contribution,  due 
to  the  lack  of  underlying  dociunenta- 
tion,  we  are  unable  to  determine  the 
Initial  amounts  from  which  the  lost  por¬ 
tions  are  derived.  Thus,  we  have  no  way 
of  determining  what  directly  assignable 
costs  GTE  allocated  to  the  vertical  serv¬ 
ices  or  what  methodolgy  GTE  utilized  to 
allocate  general  and  overtiead  costs 
among  services  (or  whether  it  even  did 
so) .  Without  this  data,  we  cannot  deter¬ 
mine  what  current  contributions,  if  any, 
exist.  Accordingly,  we  cannot  accept  the 
GTE  contribution  loss  estimates. 

e.  United  Telephone  System  (UTS). 

191.  UTS’s  contribution  study  of  its  KTS 
and  small  and  large  PBX  users  is  based 
on  a  directly  attributable  cost  method¬ 
ology  which  includes:  (a)  Cost  of  capital; 
(b)  direct  maintenance  expense;  (c) 
other  direct  departmental  expense;  (d) 
depreciation  expense;  (e)  income  taxes; 
and  (f )  other  direct  taxes.  Revenues  are 
provided  by  specific  services  and  com¬ 
pany  wide  data  from  1973  is  used.  Esti¬ 
mates  of  current  contributions  appear  to 
be  obtained  by  taking  the  difference  be¬ 
tween  revenues  and  costs.  The  results 
provided  for  current  contributions  are 
given  in  Table  rV-10  below: 
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Table  IV-10. — KT8  and  PBX  contributions 
[In  tbonaands  of  doDar^ 


Plant  main¬ 
tenance 
expense 

Common 
and  market 
expenses 

Cost 

of 

cap 

Depre¬ 

ciation 

other  Income 
taxes  taxes 

Total 

expense 

Total 

reTenoe 

Contribu¬ 
tion  to 
ovhr.  and 
common 

1: 

KTS . 

2,817 

290 

2,076 

2,055 

919 

923 

9,080 

17,960 

8,900 

PBX . 

1,888 

436 

2,252 

2,183 

534 

1,137 

8,430 

1*,W 

6,067 

Large  PBX . 

1,449 

443 

3,544 

3,135 

967 

1,021 

1L459 

15,304 

3,935 

Total,  market. 

• 

18,902 

SoUBCE. — UTS  comments,  exhibit  1. 

Expressed  as  a  fraction  of  revenues,  the 
contributions  for  KTS’,  small  PBXs  and 
large  PBXs  are  49  percent,  42  percent, 
and  25  percent,  respectively.  Contribu¬ 
tions  annually  per  unit  for  KTS,  large 


PBX  and  small  PBX  are  claimed  as  $350, 
$6,367  and  $2,231,  respectively.*^ 

i>*XJTS  Comments,  Tables  14  and  15. 


192.  UTS  also  presents  its  contribution 
loss  estimates  for  KTS,  small  and  large, 
PBX  systems  for  1978,  1983,  and  1988. 
Contribution  losses  with  assumed  10  per¬ 
cent  and  30  i>ercent  interconnect  com¬ 
pany  market  penetrations  are  also  given. 
UTS’s  method  assumes  that  the  growth 
rate  for  the  total  terminal  equipment 
market  is  exogenous,  with  the  total  mar¬ 
ket,  determined  by  a  secular  trend,  di¬ 
vided  by  the  telephone  companies  and 
interconnect  companies  (a  loss  to  the 
telephone  company  is  a  gain  to  the  inter¬ 
connect  company  under  such  an  assump¬ 
tion),  Using  the  number  of  main  tele¬ 
phones  from  UTS  Exhibit  6,  the  claimed 
contribution  loss  per  main  telephone  is 
calculated  in  Table  IV-11  below: 


Table  IV-11. — Contribution  losses  for  KTS  and  PBX  systems  (91,000,  unless  specified  otherieise) 

[Estimated  economic  Impact] 


Key  system.. 
Small  PBX.. 
Large  PBX.. 


Total  market. 


($4,511)  2, 500,  sa¬ 
ck  825) . 

(1,568) . 


Key  system. 
SmaU  PBX. 
Largo  PBX. 


Total  market. 


(5,851)  3,091,894 

(3,086) . 

(1,592) . 


Key  system. 
SmaU  PBX.. 
Large  PBX.. 


Total  market. 


'  Revenue  contribution  by  terminal  equipment  market  to  cover  other  costs. 
Source:  UTS  Comments,  exhibits  1  and  6. 


193.  As  was  the  case  with  the  GTE  and 
Bell  Studies,  no  underhung  documenta¬ 
tion  was  supplied  by  UTS.  UTS’  results 
are  shown  in  terms  of  lost  contribution 
but  absent  knowledge  of  the  specific  costs 
and  revenues  included  in  the  study,  we 
are  imable  to  determine  the  initial 
amounts  from  which  the  lost  portions 
are  derived.  Further,  it  is  not  clear  that 
UTS  has  excluded  the  interstate  toll  sub¬ 
sidy,  i.e.,  indirect  contribution,  from  its 
contribution  figures.  In  our  discussing  of 
the  SAI  and  CTC  studies  we  showed  the 
potential  for  overstating  vertical  service 
direct  contributions,  if  any,  if  indirect 
contributions  are  inappropriately  attrib¬ 
uted  to  vertical  services.  An  even  more 
basic  deficiency  in  the  study  is  the  man¬ 
ner  in  which  UTS  defines  contribution. 
UTS  defines  contribution  in  the  same 
manner  as  did  bell  in  its  studies,  i.e.,  in 
terms  of  contribution  to  cover  overhead 
and  common  costs.*®  In  this  regard,  see 
our  discussion  of  the  Bell  contribution 
studies  and  the  difificulties  we  encount¬ 
ered  with  Bell’s  non-allocation  of  joint 
and  common  costs  among  all  services,  in¬ 
cluding  vertical  services,  thereby  under¬ 
stating  vertical  service  costs  and  over¬ 
ly"’  See  our  Tables  IV-10  and  IV-11  above. 


stating  contribution,  if  any.  Moreover, 
T-f  E  finds  that  there  are  serious  incon¬ 
sistencies  in  the  1973  revenue  figures  pro¬ 
vided  In  UTS’s  Table  15  and  UTS’s  Ex¬ 
hibit  6  (not  reproduced  here).**  The 
revenues  associated  with  the  KTS.  large 
PBX  and  small  PBX  categories  in  UTS 
Exhibit  6  are  approximately  30  percent 
smaller  than  the  correspondence  values 
in  Table  15.  (In  making  this  comparison, 
PBX  and  PABX  revenues  in  Exhibit  6 
were  added;  if  not,  the  discrepancy  is 
much  larger).  Overstatement  of  reven¬ 
ues,  of  course,  will  overstate  claimed  con¬ 
tributions  unless  costs  are  similarly  re¬ 
duced.  The  projected  contribution  losses 
for  1978,  1983  and  1988  are  also  highly 
questionable  because  UTS  does  not  docu¬ 
ment  the  likelihood  of  any  of  its  pene¬ 
tration  scenarios  actually  occurring.  In 
this  regard,  UTS,  like  SAI  and  others, 
assumes  that  the  growth  in  market  de¬ 
mand  for  vertical  services  is  independent 
of  interconnect  competition  and  its  mar¬ 
ket  stimulative  effects.  Nor  does  UTS 
consider  to  any  great  extent  the  effect 
that  telephone  company  innovation  and 
pricing  responses  to  interconnect  compe¬ 
tition  have  had,  or  will  have,  on  its  con- 

136  XJTS  Comments,  Exhibit  6  and  Table  15. 


tribution  loss  estimates.  Accordingly,  we 
cannot  attribute  any  validity  to  UTS’s 
study  results. 

f .  New  York  Public  Service  Commission 
(NYPSC).  194.  The  NYPSC  submitted 
two  studies  with  its  comments  in  this 
proceeding.  The  first,  a  staff  study  by 
James  Augstell  completed  in  January, 
1975  and  entitled  “The  Revenue  and  Cost 
Impact  of  Interconnection”,  represents 
NYPSC’s  initial  effort  toward  determin¬ 
ing  the  potential  effect  of  interconnect 
competition  in  New  York  State.  The 
study  was  designed  around  a  worst  pos¬ 
sible  case  (i.e.,  highest  impact)  scenario, 
intended  to  establish  the  outer  bounds  of 
the  impact  issue.  Thus,  the  study  as¬ 
sumed  that  interconnect  sales  would 
grow  during  the  1974-84  period  at  ob¬ 
served  historical  growth  rates  and  thus 
at  an  ever  increasing  rate:  that  there 
would  be  no  stimulation  of  the  overall 
market  and  no  competitive  response  by 
the  telephone  industry ;  and  most  impor¬ 
tantly,  that  the  methods  employed  by  the 
New  York  Telephone  Company  (NYTel- 
co)  to  deteiTOine  and  allocate  terminal 
equipment  revenues  and  costs  were  es¬ 
sentially  correct.  Based  on  these  assump¬ 
tions,  the  study  estimated  that  NYTelco 
had  suffered  contribution  losses  to  inter¬ 
connect  competition  by  December,  1973, 


FEDERAL  REGISTER,  VOL.  41,  NO.  216 — MONDAY,  NOVEMBER  8,  1976 


NOTICES 


49247 


and  that  these  losses  might  increase  sub¬ 
stantially  in  Uie  iieriod  1974-1984. 

195.  In  its  second  study,  completed  by 
Yog  Varma  and  adopted  by  the  NYPSC 
as  the  basis  for  its  decisions  in  recent 
rate  proceedings,  the  NYPSC  adopted  an 
approach  designed  to  identify  according 
to  the  Commission’s  costing  methodology 
the  current  embedded  costs  and  revenues 
for  all  NYTelco  terminal  equipment  of¬ 
ferings.  as  a  basis  for  determining 
whether  any  or  all  these  services  were  in 
fact  earning  enough  to  cover  their  costs. 
The  Varma  study  and  subsequently  the 
NYPSC  itself  concluded  that  NYTelco 
terminal  equipment  rates  have  not  been 
high  enough  to  cover  the  company’s  costs 
of  providing  them — much  less  make  a 
contribution  to  cover  the  company’s  costs 
services  such  as  basic  telephone  serv¬ 
ice.’" 

196.  While  the  results  of  these  two 
studies  may  appear  to  be  in  conflict,  they 
are  in  fact  relatively  easy  to  distinguish, 
as  the  NYPSC  has  noted.’"  The  Augstell 
study  represents  a  hsrothetical  case  or 
scenario  dealing  with  possible  future 
events  and  the  assumed  existence  of  con¬ 
tributions  from  terminal  equipment, 
similar  to  those  employed  by  other  par¬ 
ties  to  this  proceeding  (e.g.,  AT&T, 
USITA(SAI),  CTC,  GTE,  NARUC,  etc.). 
The  Varma  study  deals  with  the  actual 
operating  costs  and  revenues  of  a  spe¬ 
cific  operating  telephone  company 
(NYTelco)  to  determine  whether  such 
contributions  actually  exist,  independent 
of  any  question  of  competition.  As  indi¬ 
cated,  the  NYPSC  quite  correctly  em¬ 
ployed  the  Varma  study  in  its  recent  de¬ 
cisions  regarding  NYTelco  rates  and  rev¬ 
enues  for  terminal  equipment  and  other 
services,  and  the  potential  effect  of  com¬ 
petition  in  an  actual  as  opposed  to  a  con¬ 
jectured  situation. 

197.  In  the  Augstell  study,  the  voice 
services  of  the  business  interconnect 
market  were  divided  into  the  following 
large  PBX,  Centrex  CO,  KTS,  and  Indi¬ 
vidual  Line  (non-key) .  Revenue  and  cost 
impacts,  which  are  used  to  estimate  al¬ 
leged  contribution  losses,  are  estimated 
from  1973  data  relating  to  NYTelco’s 
service  area.  Revenue  losses  include  the 
business  lost  from  interconnected  voice 
customers  who  were  not  subscribers  to 


NYPSC  Case  No.  26775,  Opinion  No.  75- 
28,  October  22,  1975  (Varma  Study).  See  also 
NYPSC  Case  No.  26426,  Opinion  No.  76-13, 
July  2,  1976.  For  a  summary  of  the  action  in 
Case  No.  26775  and  its  ramifications,  see  A.  E. 
Kahn  and  C.  A.  Zielinski,  “Proper  Objectives 
in  Telephone  Rate  Structuring,”  Public  Util¬ 
ities  Fortnightly  (April  8,  1976),  p.  22. 

’’"See  NYPSC  Motion  for  Acceptance  of 
Supplemental  Material  in  Docket  No.  2003 
filed  April  8,  1976,  p.  4.  Further,  see  testi¬ 
mony  of  James  Augstell  and  Yog  Varma  be¬ 
fore  the  NYPSC  in  Case  No.  26755  wherein 
the  nonconflicting  relationship  of  the  stud¬ 
ies  was  explained  by  the  two  authors.  See 
also  Nell  A.  Swift,  Director  of  NYPSC  Com¬ 
munications  Division,  "Address  Before  the 
Interface  ’76  Symposium  in  Florida”,  report¬ 
ed  In  Telecommunications  Reports.  April  12, 
1976,  p.  4. 


NYTelco  service  prior  to  opting  for  in¬ 
terconnection.  ’Thus,  the  Augstell  study 
looks  solely  at  the  revenue/ cost  relation¬ 
ships  for  lost  customers  (as  do  most  of 
the  telephone  industry  studies  before  us) 
and  does  not  purport  to  examine  the 
revenue/cost  relationships  for  customers 
who  w'ere  not  lost  (as  does  the  Varma 
study) ,  i.e.,  the  terminal  equipment 
category  as  a  whole.  Although  Augstell 
does  not  specifically  define  his  cost 
methodology,  it  appears  that  Augstell 
performed  basically  an  incremental  cost 
study.  Augstell’s  estimate  of  total  con¬ 
tribution  losses  from  interconnection  at 
December  31,  1973,  was  $5,332,000.’*  As¬ 
suming  a  total  of  5.2  million  residential 
main  stations,  the  contribution  loss  per 
resident  main  station  in  1973  was  esti¬ 
mated  as  approximately  $1.00. 

198.  With  respect  to  projected  contri¬ 
bution  losses,  1974-1984,  Augstell  made 
projections  of  lost  customers  to  inter¬ 
connection  from  1974  through  1984  by 
fitting  quadratic  equations  to  the  five 
(historical)  data  points  (1970-1973  and 
four  months  of  1974)  for  both  the  PBX- 
Centrex  and  KTS  service  classifications. 
As  noted  above,  these  projections  are 
worst  case  analyses.  The  calculations  re¬ 
flect  compoimd  average  annual  grow'th 
rates  of  28  percent  and  34.5  percent  for 
interconnect  PBX-Centrex  and  KTS 
customers,  respectively,  during  the  pro¬ 
jection  period.  Based  on  projections  of 
the  number  of  interconnect  customers 
and  NYTelco’s  historical  revenue  data 
•  both  market  growth  and  revenue  in¬ 
creases  per  customer) ,  Augstell  pro¬ 
jected  revenue  losses  through  1984  from 
interconnection  and  the  size  of  the  total 
developed  market  (NYTelco  and  inter¬ 
connect)  consistent  with  the  lost  reve¬ 
nue  projections.  In  making  these  projec¬ 
tions,  Augstell  assumed,  based  on  his¬ 
torical  data,  that  PBX-Centrex  revenues 
per  customer  and  KTS  revenues  per  cus¬ 
tomer  would  grow  at  compound  annual 
rates  of  6.36  percent  and  7.37  percent, 
respectively,  and  that  total  market  reve¬ 
nues  for  the  PBX-Centrex  and  KTS 
service  classification  would  increase  at 
compouhd  annual  rates  of  9.59  percent 
and  10.45  percent,  respectively.  Accord¬ 
ing  to  the  assumptions  adopted  by  Aug¬ 
stell,  by  1984  the  revenue  loss  due  to  in¬ 
terconnect  could  have  grown  to  $229  mil¬ 
lion  and  31.5  percent  of  the  aeveloped 
market  for  PBX-Centrex,  and  $156  mil¬ 
lion  and  49.54  percent  of  the  developed 
market  for  KTS.  Also,  cumulative  loss 
from  1974  through  1984  could  range  from 
$464  million  to  $588  million,  or  from  $237 
million  to  $301  million  in  1974  dollars. 


' Augstell  Study,  p.  69.  The  Augstell  Study 
combines  direct  and  indirect  contributions, 
thereby  confusing  the  effect  of  the  interstate 
toll  or  indirect  subsidy  with  any  subsidy  or 
direct  contribution  from  vertical  services. 
This  procedure  overstates  the  contribution, 
if  any,  which  derives  from  the  aUeged  value 
of  service  pricing  of  terminal  equipment  and 
thus  is  subject  to  question  for  the  reasons 
stated  in  our  analysis  of  SAI  and  Baer'  and 
Mitchell  studies. 


199.  As  found  by  T-l-E,  and  in  our  own 
analysis,  Augstell’s  projections  are  based 
on  highly  unrealistic  and/or  unsubs^n- 
tiated  assmnptions.  Indeed,  it  is  admit¬ 
ted  the  study  is  essentially  a  worst  case 
analysis  and  thus  intended  to  establish 
the  outer  bounds  of  the  impact  issue.  One 
of  the  major  deficiencies  is  Augstell’s  at¬ 
tempt  to  fit  a  quadratic  equation  to  the 
five  available  data  points  and  to  use  it  to 
estimate  the  number  of  lost  customers 
from  1974-1984.  No  justification  for  a 
quadratic  form  is  offered,  even  though 
the  approach  leads  to  very  high  market 
penetration  figures  and  non-constant 
growth  rates.  In  addition;  the  five  data 
points  (representing  annual  customers 
lost  to  interconnection)  used  to  fit  the 
quadratic  equation  are  themselves  of 
doubtful  statistical  value.  One  point 
represents  only  the  first  four  months  of 
1974.  Of  the  remaining  four,  two  have 
values  of  59  and  212,  which  are  infini- 
testimal  in  comparison  to  the  final  ex¬ 
trapolation  to  a  1984  market  penetration 
of  62,911  interconnect  customers,  which 
results  from  the  use  of  this  quadratic 
formula.  Insofar  as  Augstell’s  estimate 
of  lost  customers  is  central  to  all  his  pro¬ 
jections  of  revenue  contribution  losses  to 
interconnection,  we  find  these  projec¬ 
tions  are  themselves  statistically  invalid. 

200.  Another  serious  deficiency  in  the 
Augstell  projections,  as  foimd  both  by 
T+E  and  our  analysis,  is  the  assumption 
of  a  secular  rate  of  growth  of  the  termi¬ 
nal  market  based  on  historical  NYtelco 
data  and  independent  of  any  market 
growth  stimulus  from  interconnection. 
'The  implication  of  this  assumption  is 
that  any  customers  gained  by  intercon¬ 
nect  companies  are  lost  to  the  telephone 
companies,  customers  who  (on  the  stated 
assumption)  w'ould  have  purchased  from 
those  carriers  if  there  were  no  intercon¬ 
nect  competition.  We  agree  with  T+E 
that  this  approach  is  a  particularly  re¬ 
strictive  and  unrealistic  assumption  and 
that  it  allows  for  no  innovative  behavior 
from  interconnection  and  no  innovative 
or  cwnpetitive  pricing  response  from  the 
telephone  carriers,  both  of  which  are  oc¬ 
curring.  Further,  it  ignores  the  effect  of 
stimulated  market  demand  which  we 
have  found  is  the  likely  result  of  inter¬ 
connect  competition.  Since  the  market  is 
constrained  to  grow  at  historical  (ex¬ 
ogenous)  rates,  according  to  Augstell’s 
assumption,  interconnection’s  more 
rapid  projected  rate  of  growth  must 
eventually  subsume  the  entire  rate  of 
PBX  and  KTS  revenue  growth.  In  Aug¬ 
stell’s  projections,  by  1984  interconnect 
companies  would  be  taking  customers 
away  from  Bell  (the  percentage  of 
growth  to  interconnect  is  over  100  per¬ 
cent)  .  NYTelco  would  no  longer  be  ca¬ 
pable,  according  to  Augstell’s  projec¬ 
tions,  of  attracting  new  customers  and 
its  established  market  w’ould  be  deterio¬ 
rating.  In  the  light  of  the  evidence 
showing  Bell  responding  significantly  to 
competition,  this  result  is  clearly  un¬ 
realistic. 
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201.  The  Varma  study  reflects  the  view 
of  the  NYPSC  concerning  the  actual 
donors  and  beneficiaries  of  contributions 
(subsidies)  within  the  NYTelco  service 
offerings,  and  the  potential  effect  of  in¬ 
terconnect  competition  on  these  sub¬ 
sidies.’*  The  Varma  and  NYPSC  study 
methodology  is  based  on  several  levels 
of  analysis  which  have  been  accepted 
and  used  by  the  Commission  and  tele¬ 
phone  companies  involved.  The  invest¬ 
ment  is  based  on  the  companies'  ter¬ 
minal  equipment  accounts  for  the  ap¬ 
propriate  year  in  question.  From  these 
accounts  various  items  were  then  ex¬ 
cluded  (e.g.,  coin,  etc.).  The  embedded 
investment  in  the  aforementioned  ac¬ 
counts  was  then  multipUed  by  a  current 
cost-to-book  factor.  An  annual  carry¬ 
ing  charge  factor  (which  includes  main¬ 
tenance,  taxes,  return  etc.)  was  then  cal¬ 
culated  and  multiplied  by  the  current 
cost  of  investment.  The  result  is  a  reve¬ 
nue  requirement  which  can  be  compared 
to  actual  revenues  to  determine  whether 
revenues  are  adequate  to  cover  total 
costs. 

202.  Varma’s  results,  which  according 
to  the  NYPSC  were  not  disproved, 
showed  that  on  a  historic,  embedded  cost 
basis,  using  total  costs,  and  looking  at 
the  terminal  equipment  category  as  a 
whole,  there  was  a  revenue  deficiency  in 
excess  of  $225,000,000  for  NYTelco  ter¬ 
minal  equipment  in  1975,  compared  to  a 
$157,500,000  deficiency  in  1972.’“  Thus, 
having  found  no  subsidy  of  basic  serv¬ 
ices  by  terminal  equipment  revenues, 
the  NYPSC  ordered  an  immediate  25 
percent  rate  increase  across  the  board  on 
terminal  equipment  (including  Centrex, 
where  the  Commission  found  a  29  per¬ 
cent  revenue  deficiency),  noting  that 
even  this  increase  would  probably  not 
make  them  fully  compensatory.  This  in¬ 
crease  was  designed  to  generate  $144,- 
000,000  leaving  $81,000,000  of  the  revenue 
deficiency  to  be  made  up  by  a  rate  in¬ 
crease  in  Aug\ist  1976.’“ 

203.  It  is  significant  to  compare  this 
revenue  deficiency  for  terminal  equip¬ 
ment  services  provided  by  a  telephone 
(»rrier  in  a  single  state,  with  the  claimed 
losses  of  $142  million  to  competition  in 
the  48  contiguous  states.  The  NYPSC 
findings  are  particularly  significant  in 
that  the  New  York  market  represents 
some  10-12  percent  of  total  telephone 
industry  operations  and  revenues,  ac¬ 
cording  to  FCC  statistics.  Should  the 
same  situation  as  that  in  New  York  exist 
in  other  states  (and  we  find  evidence 


Supra,  ns.  136  and  137. 
m  NYPSC  Case  No.  26775,  pp.  58-67.  This 
deficiency  was  even  larger  on  a  current  cost 
basis  the  NYPSC  has  noted. 

n2The  NYPSC  has  also  found,  NYPSC 
Case  No.  26732,  Opinion  No.  75-17,  August  11, 
1975,  p.  31  et  scq.,  that  intrastate  private  line 
revenues  are  not  covering  revenue  require¬ 
ments  (l.e.,  costs)  and  ordered  that  a  25  per¬ 
cent  increase  be  implemented  for  most  pri¬ 
vate  line  rates.  Significantly,  the  PCC  re¬ 
cently  concluded  in  Docket  No.  18128  that 
most  Bell  interstate  private  line  services  are 
underpriced  and  have  been  (and  still  are) 
recipients  of  subsidy  from  basic  Interstate 
telephone  users. 


herein  that  such  result  is  likely),  one 
could  infer  that  other  services  such  as 
basic  local  telephone  services  may  be 
contributing  as  much  as  $2.25  billion  an¬ 
nually  to  cover  revenue  deficiencies  re¬ 
sulting  from  telephone  indust^  under- 
pricing  of  certain  terminal  equipment. 

204,  In  Case  No.  26775,  the  NYPSC  also 
highlighted  one  of  the  ways  in  which 
traditional  telephone  company  rate 
structures  could  be  revised  to  insure  both 
fair  terminal  equipment  competition  and 
to  accomplish  the  goal  of  keeping  basic 
local  telephone  service  obtainable  at  a 
reasonable  charges  to  residents.’*®  The 
NYPSC  ordered  NYTelco  to  “unbundle” 
its  rate  for  Bell  terminal  equipment  for 
basic  monthly  local  telephone  service. 
Previously,  the  rates  for  basic  local  tele¬ 
phone  service  in  New  York  were  all  in¬ 
clusive,  i.e.,  they  included  the  telephone 
instrument,  station  wiring  and  the  access 
facilities  to  the  exchange  network.  As  a 
result  of  the  NYPSC  decision  the  charge 
is  now  divided  into  two  parts — a  terminal 
equipment  charge  (which  covers  the  tele¬ 
phone  instrument  and  station  wiring), 
and  exchange  “access”  charge.’**  If  one 
decides  to  supply  his  own  terminal  equip¬ 
ment  or  inside  wiring,  his  bill  will  be  re¬ 
duced  by  an  appropriate  amount  reflect¬ 
ing  the  cost  of  the  telephone  instnunent 
and  inside  wiring  to  the  telephone  com¬ 
pany.’*®  The  NYPSC  foimd  that  the  ad¬ 
vantages  of  imbundling  far  outweigh  any 
of  the  disadvantages.  According  to  the 
NYPSC,  unbundling  would  (1)  ensure 
that  customers  did  not  pay  for  what  they 
did  not  receive,  (2)  permit  identification 
of  retirements,  (3)  prevent  the  company 
from  double  charging  for  station  wiring 
and,  most  importantly,  (4)  allow  for  de¬ 
termination  of  the  rate  of  return  on 
terminal  equipment  offerings.’*®  The 
NYPSC  also  stated: 

By  providing  a  means  of  analyzing  and 
controlling  the  cost  and  profitability  of  ter¬ 
minal  equipment  offerings  on  the  one  hand, 
and  exchange  service  on  the  other,  with  their 
very  different  cost  functions  and  market  situ¬ 
ations,  it  (rmbundling)  will  make  it  easier  to 
price  each  more  rationaUy,  to  achieve  what¬ 
ever  goals — economic  efficiency,  subsidization 
of  the  basic  service,  the  competitive  develop¬ 
ment  of  alternative  equipment  offering — 
society  wishes  to  achieve.  In  this  last  connec¬ 
tion,  not  the  least  of  the  benefits  of  un¬ 
bundling,  is  that  it  will  eliminate  the  present 
inequity  in  the  competition  between  NYT 
and  other  suppliers  of  terminal  equipment.^*" 


Supra,  n.  136.  See  also  the  August  20, 
1976  NYPSC  order  in  Case  No.  26775  author¬ 
izing  revisions  to  unbundling  of  telephone 
rates. 

This  exchange  or  network  access  charge 
could  be  the  focal  point  for  any  direct  or 
Indirect  contribution  or  subsidy  of  basic  local 
telephone  service  that  society  may  decide  Ls 
warranted.  This  assumes,  however,  that  the 
terminal  equipment  charge  is  compensatory. 

Where  NYTelco  customers  do  not  have 
telephone-company  provided  telephones  and/ 
or  inside  wiring  (beyond  the  CA) ,  the  nYpsC 
has  recently  directed  NYTelco  to  provide 
monthly  credits  to  such  customers  as  a  means 
of  Implementing  its  “unbundling”  decision. 
Telecommunications  Reports,  September  7, 
1976,  p.  170. 

1“  NYPSC  Case  No.  26775,  p.  82. 

147  NYPSC  Case  No.  26775,  pp.  83-84. 


In  the  further  stages  of  this  inquiry, 
we  expect  the  parties  to  address  in  detail 
the  concept  of  “unbundling”  and  its  eco¬ 
nomic  and  other  ramifications,  if  any,  on 
the  availability  and  rates  for  basic  local 
telephone  service. 

205.  We  note  that  on  July  12,  1976, 
AT&T  filed  Bell  Ex.  No.  55,  which  is  a 
copy  of  a  NYTelco  Memorandum  (dated  . 
May  28, 1976)  filed  with  the  NYPSC  chal¬ 
lenging  the  findings  of  the  NYPSC  in 
Case  No.  26775  and  the  Varma  study.’** 
NYTelco  claims  that  there  are  errors  in 
the  Varma  study  qnd  that  terminal 
equipment  revenues  do  cover  embedded 
costs  and  also  challenges  the  NYPSC’s 
“unbundling”  determination  in  certain 
respects.  On  August  30,  1976,  the  NYPSC 
staff  responded  to  the  NYTelco  Memo¬ 
randum.  The  NYPSC  staff  addressed  all 
the  contentions  of  NYTelco  and  stated  at 
p.  67  of  its  response  that  “New  York  Tele¬ 
phone  Company’s  Memorandum  dated 
May  28,  1976,  is  a  meaningless  document 
which  repeats  absurd  arguments  already 
rejected  by  the  Commission  on  the  basis 
of  testimony  and  evidence  in  Cases  No. 
26426  and  26775.”  It  also  concluded  at 
p.  67  that  the  updated  1975  revenue 
shortfall  because  of  NYTelco’s  under- 
pricing  of  terminal  equipment  before  rate 
increases  in  Case  No.  26775  was  $291.8 
million,  rather  than  $225  million  as  origi¬ 
nally  determined.  Further,  it  concluded 
there  is  still  a  revenue  deficiency  of  $103.6 
million,  exclusive  of  1976  wage  increases 
already  recognized  by  the  NYPSC  in  de¬ 
termining  NYTelco  overall  revenue  re¬ 
quirements.  Finally,  it  concluded  at  p.  69 
that  NYTelco’s  revenues  from  terminal 
equipment  “have  not  only  held  their  own 
after  the  25  percent  Increase  in  Novem¬ 
ber,  1975,  but  these  revenues  have  dem¬ 
onstrated  a  healthier  growth  after  the 
rate  increases  than  before.  The  terminal 
equipment  market  is  now  in  a  posi¬ 
tion  to  absorb  further  cost-based  rate 
increases  •  *  *  New  York  telephone 
consumers  are  currently  being  misguided 
into  oversubscribing  to  terminal  equip¬ 
ment  services  due  largely  to  below-cost 
rate  levels  while  the  company  is  being 
made  whole  through  higher  rates  for 
other  services,  e.g.,  toll  services.” 

206.  We  find  the  NYPSC  studies  and 
decisions  very  persuasive,  as  does  T-t-E, 
Until  the  1975-1976  rate  increases  In  New 
York  State,  it  appears  that  terminal 
equipment  services  (e  g.,  PBX,  KTS  and 


USITA  filed  a  SAI  review  of  the  Augstell 
and  Varma  studies  on  September  20,  1976,  too 
late  to  permit  our  full  analysis  of  the  review 
herein.  The  SAI  review  and  other  material 
which  has  been  filed  since  July  12,  1976  will 
be  considered  In  the  continuation  of  this 
proceeding.  However,  our  preliminary  analy¬ 
sis  of  the  SAI  review  indicates  that  it  is 
essentially  a  rehash  of  the  NYTelco  May  28, 
1976  memorandum  and  is  a  further  attempt 
by  SAI  to  buttress  Its  own  study.  Signifi¬ 
cantly,  at  p.  V-1  of  Its  review,  SAI  states 
that  “[f]rom  what  SAI  has  determined  from 
the  public  record,  and  from  Informal  ex¬ 
changes  with  a  number  of  parties,  the 
(NYPSC)  Staff's  studies  were  performed  in  a 
competent  and.  In  general,  methodologically 
consistent  manner.”  (emphasis  added)  Thus, 
even  SAI  finds  consistency  between  the 
Augstell  and  Varma  Studies,  supra,  n.  137. 
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Centrex)  were  not  covering  their  full 
costs  (and  still  are  not  covering  their  full 
costs  according  to  the  NYPSC  staff). 
NYTelco’s  residential  exchange  custom¬ 
ers  would  be  better  off  if  the  improfitable 
terminal  equipment  services  had  been 
lost  to  interconnect  competition  or  with¬ 
drawn.  If  all  this  $225,000,000  deficiency 
as  found  by  the  IfXPSC  (which  does  not 
Include  Centrex)  were  made  iq),  the  ap¬ 
proximately  5.5  million  residential  main 
stations  in  the  NYTelco  area  could  pos¬ 
sibly  have  had  their  1975  bills  for  basic 
service  reduced  by  approximately  $41.32 
per  year,  or  $3.44  per  month. 

207.  We  find  substantial  evidence  from 
proceedings  in  states  other  than  New 
York,  namely,  Vermont  and  Massachu¬ 
setts,  that  terminal  equipment  such  as 
PBXs  and  KTSs  may  also  be  under- 
priced  and  recipients  of  subsidy  from 
basic  local  telephone  services  including 
residential  exchange.  With  respect  to 
Vermont  and  Massachusetts,  we  find  it 
useful  to  compare  Bell’s  EDC  study  re¬ 
sults  to  studies  submitted  by  a  Bell  oper¬ 
ating  company.  New  England  Telephone 
Company,  in  Vermont  and  Massachu¬ 
setts  to  the  respective  public  utility  com¬ 
missions  in  those  states.  While  a  study 
of  a  single  state  cannot,  without  qualifi¬ 
cations,  be  taken  as  representing  the  imi- 
verse,  the  studies  concerning  New  Eng¬ 
land  Telephone  are  significant  since  they 
Indicate  some  of  the  differences  hidden 
in  broad  compilations  and  nationwide 
averages  as  supplied  by  Bell  in  its  EDC 
study. 

208.  Table  rV-12  below  compares  the 
three  Bell  studies,  i.e..  Bell  Ex.  No.  1  filed 
herein  and  studies  of  New  England  Tele¬ 
phone  in  Vermont  and  Massachusetts.’** 
Table  IV-13  below  shows  more  detail 
from  the  Vermont  study.  It  is  clear  from 
these  studies  that,  contrary  to  industry 
assertions,  basic  local  telephone  service 
is  not  necessarily  the  only  recipient  of 
contribution,  even  as  that  term  is  de¬ 
fined  by  the  industry  itself.  In  Vermont, 
for  example,  it  appears  that  as  shown  in 
Table  IV-13,  large  PBX-Centrex  service 
was  half  as  great  a  recipient  of  contribu¬ 
tion  as  was  basic  exchange  service  ($0.7 
million  compared  to  $1.4  million).  In 
both  Vermont  and  Massachusetts,  pri¬ 


J<»It  Is  not  clear,  particularly  In  the  case 
of  Vermont,  that  the  interstate  toll  subsidy 
(Indirect  contribution)  has  been  properly 
excluded  from  the  study  results  as  shown 
In  our  Tables.  Nor  is  it  clear  whether  the 
New  England  Telephone  studies  improperly 
compare  only  80  percent  of  terminal  equip¬ 
ment  costs  to  total ,  revenues.  Inclusion  of 
the  interstate  toll  subsidy  or  consideration 
of  less  than  total  costs,  of  course,  means  the 
study  results  purporting  to  show  contribu¬ 
tions  could  overstate  contributions,  if  any. 
In  this  regard,  see  our  discussion  of  these 
problems  in  connection  with  the  SAI  and 
Baer  and  Mitchell  Studies.  Our  comments 
with  respect  to  Bell's  EDC  study  are  appli¬ 
cable  here  as  well.  In  any  event,  on  their 
face,  the  New  England  Telephone  studies 
belle  BeU  claims  of  significant  contribution 
from  terminal  equipment. 


vate  line  service  was  a  large  recipient  of 
contribution,  as  shown  in  Table  IV-12. 
In  fact,  as  shown  in  Table  IV-13,  in 
Vermont  private  line  and  large  PBX- 
Centrex  services  combined  were  greater 
recipients  of  contributions  than  was 
basic  residential  service  ($1.5  million 
compared  to  $1.4  million).  One  could 
conclude  from  Bell’s  own  study  that  in 
Vermont,  New  England  Telephone  pur¬ 
sued  a  policy  of  subsidizing  its  largest 
business  customers  to  a  far  greater  ex¬ 
tent  than  its  residential  customers. 

209.  It  seems  that  if  competition  caused 
Bell  to  lose  the  entire  PBX-Centrex, 
private  line,  and  mobile  services  markets 
in  Vermont,  the  residential  users  would 
be  better  off;  residential  and  small  busi¬ 
ness  users  could  then  share  a  rate  reduc¬ 
tion  of  over  $1.5  million.  ’The  extent  of 
the  reduction  would,  of  course,  depend 
on  how  New  England  Telephone  would 
unbimdle  its  line  charges.  If  $1.5  million 
w'ere  allocated  to  Vermont’s  126,363  resi¬ 
dential  main  telephones  (1973),  residen¬ 
tial  basic  service  would  be  reduced  by 
$11.87  per  year  (99c  per  month). 

210.  As  indicated  by  T-f-E,  similar  re¬ 
sults  could  be  expected  in  Massachusetts. 
In  this  connection,  the  Massachusetts 
Department  of  Public  Utilities  (PUC) 
staff  recently  completed  a  category  cost 
of  service  study  (not  shown  here  but 
similar  to  the  Varma  study  which  con¬ 
sidered  total  terminal  equipment  costs) 
of  New  Engand  Telephone’s  Massachu¬ 
setts  operations  in  1974.  While  we  do  not 
report  all  the  specific  figures  here  (T-f  E 
has  prepared  a  summary  of  the  study 
which  will  be  made  available  at  a  later 
date) ,  we  note  that  the  staff  found  that 
the  basic  exchange  ratepayer  is  subsi¬ 
dizing  all  other  Intrastate  service  cate¬ 
gories  including  message  toll,  private 
line  and  vertical  services.  In  particular, 
T-i-E  reports  that  the  Massachusetts 
PUC  staff  found  in  Docket  18210  before 
the  Massachusetts  PUC  that  local  ex¬ 
change  service  attained  a  26  precent  re¬ 


turn  on  Investment;  terminal  services 
0.9  percent;  and  all  other  services  oper¬ 
ated  at  a  loss.  See  T-|-E  Deliverable  G, 
pp.  46-51. 

211.  Accordingly,  both  T-J-E  and  we 
find  substantial  evidence  that  in  sev¬ 
eral  states,  telephone  company-provided 
terminal  equipment,  parUculariy  PBXs 
and  KTS’,  is  underpriced  aiul  is  likely  to 
be  a  recipient  of  subsidy  from  basic  local 
telephone  services  including  residential 
exchange.  We  believe  this  situation  could 
exist  nationwide.  If  substantial  contribu¬ 
tions  were  being  made  by  terminal  equip¬ 
ment,  such  as  PBXs  and  KTS’,  and  if 
such  contributions  have  been  a  long¬ 
standing  practice  of  the  Industry  as 
claimed,  it  would  seem  to  be  relatively 
easy  for  the  telephone  industry  to  estab¬ 
lish  both  the  existence  and  amount  of 
such  subsidies.  ’They  have  been  given  an 
ample  opportunity  to  do  so  -in  this  pro¬ 
ceeding. 

212.  However,  as  we  have  found  above, 
none  of  the  telephone  Industi^  contri¬ 
butions  studies  submitted  herein  and 
evaluated  above  (all  the  Bell  studies,  the 
SAI  study  for  USITA,  the  Baer  and 
Mitchell  study  for  (TTC,  and  the  GTE 
and  UTS  studies)  establish  either  the 
existence  or  amoimt  of  contributions 
flowing  from  terminal  equipment  to  basic 
local  telephone  service.  Indeed,  these 
telephone  industry  studies  establish  in 
many  cases  the  opposite  conclusion, 
namely,  that  terminal  equipment  serv¬ 
ices  are  likely  recipients  of  substantial 
subsidy  from  basic  local  telephone  serv¬ 
ices  including  residential  exchange.  Un¬ 
der  such  circumstances,  basic  local  tele¬ 
phone  users  would  actually  benefit  if  the 
telephone  companies  lost  the  unprofit¬ 
able  and  subsidized  terminal  equipment 
business  to  competition  because  they 
would  no  longer  be  required  to  cover 
telephone  company  losses  on  such  busi¬ 
ness.  This  could  possibly  lead  to  reduc¬ 
tions  in  rates  for  basic  local  telephone 
service. 


Tabi-e  IV-12. — BeU  estimates  of  contributions  by  service,  1973^ 
(Tn  minions  of  dollars] 


Bell  system  >  Massachusetts  •  Vermont  * 


Revenues  Revenues  Revenues 

Revenue  Cost  in  excess  Revenue  Cost  in  excess  Reve-  Cost  in  excess 
of  cost  of  co^  nve  of  cost 


Interstate  intercity _  6,560  2, 760  2, 800  . 

ToU.i .  140.063  114.5%  2.5.467  9.2  8.5  '  0.7 

Interstate  other  than 

basic  exchange . .  9,230  6,760  2,470  . . 

Private  Uno .  18.036  31.335  *13.290  0.5  1.3  *.8 

Exchange .  278.847  340.112  *  61.265  13.5  1.5.8  ‘2.3 

Basie  exahango .  7,460  3,240  4,220  . 

Vertical .  136.174  12a  738  15.436  5.8  4.2  .8 

Other .  39.372  14.433  24.939  1.4  1.0  .4 

“Joint”  (access) 

costs* .  0  5,790  *5,790  0  0  0  0  0  0 

C.mimou  costs .  0  3,700  ‘  3,700  0  109.005  *109.005  0  6.6  *  6.6 


Total .  22,250  22,250  0  612.493  73a  219  *117.726  3a  4  37.4  *  7.4 


>  We  use  Bell  Ex.  No.  1, 1973  EDC  study,  rather  than  Bell  Ex.  No.  1-A,  1974  EDC  study,  to  facilitate  comparison 
with  the  1973  studies  in  Vermont  and  Massachusetts. 

•  Bource:  BeU  Ex.  No.  1,  p.  1. 

'  Source:  New  England  telephone  embedded  direct  cost  study  for  1973,  attachment  B,  docket  18210  before  Mas¬ 
sachusetts  Department  of  Public  Utilities. 

^*  Source:  State  of  Vermont,  Public  Service  Board,  docket  3806,  testimony  of  Thomas  D.  Flaherty,  Jr.,  attachment 

•  Negative. 

•  AU  these  are  properly  allowable  1>y  class  of  customer  and  even  by  service. 
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Table  IV-13. — A’ew  England  Telephone  and  Telegraph  Co.,  State  of  Vermont;  class  of 
tervice  allocation — 197S  intrastate  results  {Revised  Jan.  9,  1975) 

[In  millions  of  dollars] 


Study  cat^ory 


Local  Scrrico: 

Besidence  service: 

Basle  service . 

Vertical  service _ 

Nonrecurring  service. 


Total  residence  service. 


Business  service; 

Basic  service . 

Vertical  service . 

PBX-Centrex  (total) _ 

Large  PBX  revenue. 

Centrex  revenue . 

Nonrecurring  service.  . . 


Total  business  service . 
C<rfn  service . . 


Total  local  service. 


Ton  servlco; 

Wide  area  telephone  service.. 

Message  service; 

Operatorassisled  service. 
Other  service . 


Total  message  service. 
Total  toll  service . 


Other. 

Mobile  service  (total) . 

Basic  service . 

Message  charge.... 
Common... . 


Study  total. 


Revenues  in 
excess  of  costs 


10.0 

8.6 

‘1.4 

.4 

1.2 

.8 

1.8 

.4 

‘1.4 

12.2 

ia2 

‘2.0 

3.7 

3.6 

‘.1 

2.5 

4.4 

1.9 

2.4 

1.7 

‘.7 

i.a 

_ _  .4 

1.1 

.5 

‘.6 

7.3 

8.5 

1.2 

.5 

.6 

.1 

20.0 

19.3 

‘.7 

.7 

.7 

2.6 

2.0 

‘.6 

5.2 

6.5  . 

1.3 

7.8 

8.5 

.7 

8.5 

9.2 

.7 

2.3 

1.9 

'.4 

.0405 

.0170 
.0161  . 

'.023 

.0009  . 

6.6  . 

‘6.6 

37.4 

30.4 

‘7.0 

>  Negative. 

Source:  State  of  Vermont,  Public  Service  Board,  Docket  3806,  testimony  of  Thomas  D.  Flaherty,  Jr. 


g.  National  Association  of  Regulatory 
Utility  Commissioners  {NARUO .  213.  In 
Its  submission,  NARUC  presents  its  find¬ 
ings  from  “NARUC  Interconnection  and 
Specialized  Common  Carrier  Report”. 
According  to  the  report,  the  SCC’s  and 
PBX  and  KTS  interconnection  would 
cost  basic  exchange  subscribers  a  mini¬ 
mum  of  approximately  $1.5  billion  to  $1.7 
billion  annually  by  1984  in  terms  of 
higher  local  service  rates,  and  on  a  cu¬ 
mulative  basis,  a  minimum  of  approxi¬ 
mately  $6.7  billion  to  $9.6  billion.  Of  this 
total,  the  Report,  estimated  that  ap¬ 
proximately  $620  million  annually  would 
be  due  to  SCC’s  ($2.7  billion  on  a  cu¬ 
mulative  basis)  and  approximately  $930 
million  to  $1.0  billion  annually  would  be 
due  to  PBX  and  KTS  interconnection 
competition  ($4.0  billion  to  $6.9  billion 
on  a  cumulative  basis) . 

214.  Detailed  analysis  of  the  NARUC 
report  is  dlflBcult  because  the  imderlylng 
documentation  upon  which  NARUC’s 
findings  are  based  was  not  submitted. 
For  example,  NARUC  presents  its  results 
in  terms  of  lost  contributions  but,  absent 
work  pajjers  showing  the  specific  costs 
and  revenues  Included  in  the  study,  we 
are  unable  to  determine  the  initial 
amounts  from  which  the  lost  portions 
are  derived.  Thus,  we  do  not  know  what 
specific  costs  were  considered  by  NARUC 
in  its  analysis  and  how  such  costs  were 
allocated  to  vertical  services  and  basic 
services  such  as  residential  exchange 
service.  As  noted  in  our  consideration  of 
the  UTS  and  GTE  studies,  and  Bell  stud¬ 
ies,  knowledge  of  the  specific  costs  util¬ 


ized  and  the  allocation  methodology  is 
essential  before  a  determination  regard¬ 
ing  the  existence  of  contributions  can  be 
made.  In  this  regard,  the  NARUC  esti¬ 
mates  adopt,  in  part,  the  definition  of 
contribution  utilized  by  Bell  and  UTS, 
i.e.,  contribution  or  subsidy  is  expressed 
in  terms  of  contribution  towards  cover¬ 
ing  joint  or  common  and  overhead  costs. 
As  noted  above,  this  procedure  invari¬ 
ably  results  in  an  understatement  of 
costs  associated  with  vertical  services 
and  thus  overstates  contribution,  if  any, 
to  basic  local  exchange  service.  Indeed, 
NARUC  uses  the  UTS  estimates,  and 
UTS’s  definition  of  contribution,  as  the 
base  line  case  for  the  effect  of  intercon¬ 
nect  competition  on  independents, 
“NARUC  Comments,”  p.  C-12.  In  this  re¬ 
gard,  it  is  not  clear  that  UTS  is  repre¬ 
sentative  of  the  independents.  We  must 
also  challenge  the  projected  future  con¬ 
tribution  losses  of  NARUC.  As  explained 
fully  below,  the  NARUC  interconnect 
company  market  penetration  figures, 
upon  which  its  projected  contribution 
loss  estimates  are  based,  are  clearly  un¬ 
realistic.  We  do,  however,  attempt  to 
compare  the  NARUC  estimates  to  those 
submitted  by  other  parties  attempting  to 
draw  relevant  conclusions  where  possible. 

h.  Office  of  Telecommunications  Policy 
(OTP).  215.  OTP  did  not  provide  esti¬ 
mates  of  current  contributions,  but  did 
evaluate  those  of  NARUC  and  Augstell 
in  an  attempt  to  make  a  judgment  re¬ 
garding  contribution  losses  to  date  and 
for  the  future.  Assuming  that  the  portion 
of  the  market  captured  to  interconnect 


suppliers  in  1974  was  about  $92  million 
as  estimated  by  NARUC,  and  adding  an¬ 
other  $20  million  from  C>TP  estimates  of 
see  total  revenue,  the  total  loss  from 
competition,  according  to  OTP,  is  ap¬ 
proximately  $112  million.  OTP  places  this 
figure  into  perspective  by  noting  that 
the  telephone  carriers  had  total  revenues 
in  excess  of  $30  billion  in  1974.  OTP  in¬ 
dicates  that  this  $112  million  figure,  ac¬ 
cording  to  NARUC,  translates  into  an 
annual  cost  of  interconnect  and  SCC 
competition  of  $1.50  annually  per  resi¬ 
dential  subscribed,  assuming  competitive 
PBX  and  KTS  price  reductions,  or  $.90 
annually,  assuming  no  price  reductions. 
Based  on  an  average  Bell  System  resi¬ 
dential  exchange  rate  of  $7.85  per  month, 
the  increases  are  about  two  percent  and 
one  percent,  respectively.  Using  Augstell 
findings  that  loss  of  contribution  due  to 
PBX  and  KTS  interconnection  totalled 
$1.30  per  residence  main  station  annually 
(or  approximately  110  per  month),  OTP 
indicated  tliat  interconnection  presently 
requires  a  cost  increase  in  basic  exchange 
rates  of  only  1.4  percent.  OTP  concludes 
that  the  impact  of  interconnect  and  SCC 
competition  has  to  date  been  negligible. 

216.  OTP  also  examines  the  Augstell 
and  NARUC  future  projections  of  the  im¬ 
pact  of  competition  on  residential  ex¬ 
change  rates.  OTP,  correctly  in  our  view, 
questions  the  Augstell  and  NARUC  tech¬ 
niques  of  using  data  from  the  four-year 
period  1970-1973  (in  fact,  also  the  first 
four  months  of  1974)  to  extrapolate  11 
years  into  the  future.  OTP  notes  that  the 
1980  annual  “cost”  per  main  station 
(from  interconnection  only)  of  between 
$9.32  and  $11.67,  excluding  revenues 
from  CA’s,  and  between  $7.15  and  $9.08 
including  them,  should  be  43  percent 
lower  if  deflated  to  1974  dollars  by  the 
deflation  factors  provided  by  Augstell, 
Ex.  No.  23,  p.  76.  '^e  final  comment  by 
OTP  in  regard  to '’Augstell’s  projections 
is  that  they  completely  ignore  the  tech¬ 
nological  and  marketing  innovations  that 
are  taking  place  in  the  industry.  OTP’s 
point  concerning  the  effects  of  techno¬ 
logical  innovation,  namely,  as  a  stimulus 
to  the  market  in  addition  to  secular 
growth — is  an  important  one  as  we  dis¬ 
cuss  below.  OTP  also  considers  methods 
of  neutralizing  contributions  losses,  par¬ 
ticularly  by  changes  in  separations  pro¬ 
cedures  and  by  employing  usage  sensi¬ 
tive  pricing.  These  issues  are  examined 
below. 

217.  Finally,  OTP  indicates  two  im¬ 
portant  qualifications  to  any  estimation 
of  subsidy  and  contributions  loss.  First, 
the  issue  of  subsidy  OTP  points  out.  is 
ultimately  one  of  user-subsidy,  not  serv¬ 
ice  subsidy.  According  to  OTP,  a  blanket 
endorsement  of  a  basic  exchange  subsidy 
may  lead  to  “a  random  pattern  of  dis¬ 
crimination.”  Second,  OTP  cites  evidence 
both  from  Illinois  and  California  that 
suggests  that  some  local  exchange  rates 
are  subsidizing  both  Intrastate  toll  and 
private  line  services.  To  the  extent  that 
basic  exchange  service  Is  not  subsidized, 
of  coiu^e,  contributions  losses  do  not 
exist.  As  previously  indicated,  we  have 
found  that  in  several  states  substantial 
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evidence  exists  ths^t  vertical  services  such 
as  PBX  and  KTS  are  likely  recipients  of 
subsidy. 

2.  Contribution  Studies — Summary  of 
Findings.  218.  Based  upon  our  analysis 
and  the  T+E  analysis,  we  find  the  stupes 
of  '^contribution  loss  submitted  by  llie 
telephone  industry  without  merit.  Among 
other  things,  the  studies  submitted  gen¬ 
erally  utilize  inappropriate  cost  and  allo¬ 
cation  methodologies,  thereby  failing  to 
show  whether  there  is,  in  fact,  any  direct 
contribution  to  basic  local  telephone 
service  including  residential  exchange  to 
be  lost  due  to  interconnect  competition. 
Bell’s  failure  to  allocate  common  and 
joint  costs  among  its  various  services  in¬ 
cluding  business  vertical  services  such  as 
PBX  and  KTS  (thereby  understating 
vertical  service  costs  and  overstating 
cMitribution,  if  any) ,  and  its  assumption 
that  all  such  costs  are  to  be  borne  by  the 
basic  local  telephone  service  ratepayer, 
is  perhaps  the  best  example  of  an  in¬ 
appropriate  cost  and  allocation  meth¬ 
odology.  Further,  most  of  the  telephone 
indust^  respondents  to  this  proceeding, 
particularly  the  Baer  and  Mitchell  study 
for  CTC  and  SAI  Study  for  USITA,  have 
not  attempted  to  isolate  the  indirect  con¬ 
tribution  which  flows  from  interstate  toll 
to  basic  local  exchange  service  due  to 
settlements  and  division  of  revenues. 
'That  is,  they  use  only  intrastate  terminal 
equipment  costs  or  include  interstate  toll 
contribution  with  other  claimed  direct 
contributions.  Comparing  intrastate  ter¬ 
minal  equipment  costs  (or  80%  of  total 
costs)  with  100  percent  of  the  revenues 
in  a  contribution  analysis  means  that  in 
the  case  of  vertical  services,  vertical  serv¬ 
ices  costs  are  understated  and  contribu¬ 
tion,  if  any,  is  overstated.  With  respect 
to  interstate  toll  contribution,  we  show 
herein  that  such  indirect  contribution  is 
determined  by  the  separations  mecha¬ 
nism  which  is  merely  the  vehicle  for  ef¬ 
fecting  the  transfer.  As  noted  above,  it  is 
note  appropriate  to  include  this  indirect 
contribution  as  a  subsidy  to  exchange 
services  deriving  from  terminal  equip¬ 
ment  such  as  PBXs  or  KTS’s,  since  it  ex¬ 
ists  independently  of  such  terminal 
equipment.  As  the  NYPSC  states,  and  as 
we  agree: 

If  terminal  equipment  rates  are  set  to 
cover  only  their  allocated  intrastate  costs, 
then  the  rates  charged  for  each  new  installa¬ 
tion  would  faU  short  of  bringing  to  NYT 
revenues  sufficient  to  cover  the  additional 
costs  of  providing  that  service.  To  be  sure, 
NYT  will  receive  an  enhanced  return  flow  of 
revenues  from  interstate  toll  settlements 
directly  attributable  to  the  provision  of  addi¬ 
tional  services  of  this  kind.  But,  in  such  a 
case,  subscribers  to  terminal  equipment 
would  not  be  paying  the  full  additional  costs 
of  these  services — they  would  be  receiving  a 
subsidy  from  users  of  interstate  toll,  whose 
charges  are  forced  to  cover  part  of  the  costs 
of  the  terminal  equipment  investment. 
Clearly,  such  prices  below  the  total  cost  of 
terminal  equipment  are  economically 
Inefficient. 

The  next  question,  then,  is  whether  this 
subsidization  might  not  be  the  conscious 


NYPSC  Case  No.  26776,  pp.  60  62  (foot¬ 
note  omitted) .  Supra,  n.  136. 


purpose  of  the  interstate-intrastate  cost  allo¬ 
cation  procedure.  The  staff,  arguing  in  favOT 
of  the  use  of  total  costs,  asserts  that  It  Is 
not:  the  intention  of  the  Interstate  separa¬ 
tions  process  Is  to  help  hold  down  the  rates 
of  basic  services,  not  of  terminal  equipment; 
and  we  believe  that  characterization -to  be 
correct. 

Therefore,  both  economic  efficiency  and  a 
consideration  of  the  purpose  of  Interstate 
separations  argue  in  support  of  staff’s  con¬ 
tention:  The  proper  intrastate  rates  for  ter¬ 
minal  equipment  ought  to  be  high  enough 
to  cover  their  total  costs,  since  only  if  they 
do  so  will  that  service  not  be  inefficiently 
subsidized,  and  the  flow  of  revenues  from 
interstate  separations  be  properly  applied  to 
subsidize  rates  for  basic  service. 

We  note  that  this  conclusion  is  also  sup¬ 
ported  by  other  persuasive  arguments  raised 
by  staff,  notably,  that  fair  competition  on 
the  basis  of  efficiency  between  NYT  and  inde¬ 
pendent  suppliers  of  terminal  equipment  re¬ 
quires  such  a  pricing  method.  The  independ¬ 
ent  suppliers,  of  course,  receive  no  return 
flow  of  revenues  from  Interstate  tolls.  Their 
customers  pay  the  same  interstate  toll  rates, 
inflated  by  the  allocation  to  interstate  reve¬ 
nue  requirements  of  a  portion  of  NTT’s  in¬ 
vestment  in  terminal  equipment,  as  do  NYT’s 
own  terminal  equipment  customers.  For  this 
reason  as  well,  therefore,  it  would  be  incOT- 
rect  to  price  terminal  equipment  below  com¬ 
pany  costs. 

219.  Another  fundamental  deficiency 
identified  by  T-f-E  in  many  of  the  studies 
submitted,  particularly  the  Bell  and  SAI 
Studies,  was  in  expense  allocation.  Since 
the  principal  expense  categories  other 
than  depreciation  are  not  in  the  Uniform 
System  of  Accounts  and  are  not  allocated 
to  classes  of  plant,  to  services,  or  to 
classes  of  customer,  any  pr<^r  allocation 
must  be  based  on  a  special  study.  It  ap¬ 
pears  that  in  most  cases  such  studies 
were  not  undertaken,  or  if  they  were,  not 
provided.  Generally  maintenance  ex¬ 
pense  for  terminal  equipment  was  as¬ 
signed  on  the  basis  of  dollars  of  gross 
plant,  or  per  subscriber  line,  or  per  tele¬ 
phone.  Our  information  indicates  that  on 
any  of  these  bases,  maintenance  costs  for 
business  terminal  equipment  are  actually 
higher  than  for  residential  terminal 
equipment.  Similarly,  baslness  office  ex¬ 
pense  is  so  allocated  as  to  result  in  an 
underassignment  to  business  customers. 
This  leads  invariably  to  an  imderassign- 
ment  of  expense  to  business  customers 
and  overstatement  of  contributions,  if 
any,  to  basic  local  exchange  service. 

220.  Thus,  the  telephone  industry  stud¬ 
ies  submitted  claimed  in  varying  degrees 
that  a  great  deal  of  direct  contribution 
to  basic  local  exchange  service  was  being 
provided  by  terminal  equipment,  particu¬ 
larly  PBXs  and  KTS’.  However,  our 
analysis  and  T+E’s  analysis  of  these 
studies  has  shown  that  such  conclusion 
is  without  merit.  We  find  that  if  a  study 
purported  to  show  terminal  equipment 
such  as  PBXs  and  KTS’  subsidizing  or 
providing  direct  contribution  to  basic  lo¬ 
cal  telephone  service  including  residen¬ 
tial  exchange,  the  study  was  incorrect 
(overstated)  in  amount  and  even  more 
likely  it  was  incorrect  in  direction  (i.e., 
the  terminal  equipment  was  a  recipient 
of  subsidy,  presumably  from  local  tele¬ 
phone  service) .  Indeed,  we  find  substan¬ 
tial  evidence  that  in  several  states,  and 


it  could  be  inferred  nationwide,  terminal 
equipment,  particulaiiy  PBXs  and  KTS', 
were  recipients  of  subsidy  fr(»n  basic 
local  telephone  services  rather  than 
donors  as  claimed  by  the  tel^hone  in¬ 
dustry.  We  also  find  examples  whereby 
basic  local  telephone  service  rates,  in¬ 
cluding  residential  exchange  rates,  could 
actually  be  lowered  if  this  subsidy  was 
eliminated.  We  recognize  that  the  na¬ 
tionwide  results  may  not  always  be  appli¬ 
cable  to  any  single  state — and  vice- 
versa — because  of  variations  in  business 
and  residential  tariffs.  However,  we  be¬ 
lieve  that  full  category  cost  of  service 
studies  for  terminal  equipment  and  basic, 
local  telephone  services,  conducted  under 
appropriate  cost  and  allocation  method¬ 
ologies,  are  essential  to  reach  a  deter¬ 
mination  that  basic  local  exchange  serv¬ 
ice  is  not  being  burdened  by  non-c(Mn- 
pensatory  rates  for  terminal  equipment 
and  intrastate  private  line  services. 

221.  Accordingly,  we  conclude  that 
neither  the  amoimt  nor  existence  of 
claimed  terminal  equipment  contribution 
has  been  shown  by  the  telephone  indus¬ 
try.  Indeed,  it  is  likely  that  terminal 
equipment  is  a  recipient  of  subsidy  from 
basic  local  telephone  service  rather  than 
a  donor.  Under  such  circumstances,  loss 
of  terminal  equipment  business  to  inter¬ 
connect  competition  could  possibly  result 
in  rate  reductions  for  local  telephone 
service  users  rather  than  rate  increases. 

3.  Separations  and  Usage  Sensitive 
Pricing  — 222.  Separations  and  Inter¬ 
connection.  As  noted  earlier,  one  of  the 
most  important  factors  influencing  the 
amount  of  subsidy  or  contribution  flow¬ 
ing  to  basic  local  exchange  service  from 
other  services  is  the  formula  used  for 
separating  interstate  plant  for  jurisdic¬ 
tional  purposes.  The  separations  formula 
is  of  particular  significance  because  it 
provides  the  mechanism  whereby  large 
amounts  of  revenue  requirements  (costs) 
are  treated  as  part  of  the  costs  of  doing 
interstate  business.  Since  some  of  these 
costs  (revenue  requirements)  are  for 
plant  and  other  expenses  which  are 
shared  by  several  services,  including  ba¬ 
sic  exchange  service,  there  is  a  large  flow 
of  fimds  through  the  settlements  (for 
non-Bell  carriers)  and  the  division  of 
revenues  (for  the  Bell  carriers)  proce¬ 
dures.  This  flow  of  funds  is  such  that  a 
great  deal  of  the  revenue  from  every  toll 
call  is  channeled  to  the  carrier  that  origi¬ 
nated  the  call.’"  This  Commission  and 
NARUC  have  repeatedly  revised  the  sep¬ 
arations  procedures  so  that  progressively 


“‘In  T+E  Deliverable  P,  pp.  46-118,  there 
is  a  thorough  discussion  of  the  matters  we 
cover  in  this  Section.  We  have  attempted  to 
highlight  some  of  the  items  we  feel  are  most 
Important. 

’“A  well-known  difficulty  of  the  settle¬ 
ments — division  of  revenues — procedure  in¬ 
volves  carriers  that  predmninantly  originate 
or  terminate  toll  calls.  Since  the  formula 
measures  only  originations,  and  assumes 
equal  amounts  of  terminations,  carriers  with 
asymmetric  loads  have  complained.  There 
also  appears  to  be  a  need  to  analyze  the  ini¬ 
tial  causational  effects  of  any  special  require¬ 
ments  Imposed  on  the  local  exchange  plant 
by  Interstate  service  requirements. 


FEDERAL  REGISTER,  VOL.  41,  NO.  216 — MONDAY,  NOVEMBER  8,  1976 


49252 


NOTICES 


more  of  the  toll  revenue  has  gone  to  the 
cc«npeny  providing  the  originating  ex¬ 
change  so^ce.  Since  the  total  costs  of 
the  systems  are  assumed  to  be  unaffected 
by  this  transfer,  as  are  the  total  of  inter¬ 
state  and  Intrastate  costs  of  each  carrier, 
and  since  intrastate  revenues  are  as¬ 
sumed  to  be  unaffected,  the  result  of  the 
transfer  of  revalue  requirements  is  gen¬ 
erally  considered  to  be  a  subsidy,  or  con¬ 
tribution  from  Interstate  to  Intrastate.  In 
the  case  of  terminal  equipment  all  rev¬ 
enues  frwn  the  provision  of  such  equip¬ 
ment  generally  flow  to  intrastate  but 
approximately  20  percent  of  the  total 
costs  or  revenue  requirements  are  al¬ 
located  to  interstate.  This  absorpticm  of 
20  percent  of  the  total  costs  by  inter¬ 
state  constitutes  a  subsidy.  As  previ¬ 
ous  indicated  we  call  this  subsidy  the 
indirect  contribution."*  The  estimates  of 
the  effects  ^  interconnect  competition 
given  herein  frequently  include  an  esti¬ 
mate  of  the  loss  of  this  indirect  contri¬ 
bution  due  to  separations  effects.  We 
have  noted  above  that  it  is  inappropriate 
to  include  the  Interstate  toll  contribution, 
or  indirect  contribution,  as  a  contribu¬ 
tion  deriving  from  vertical  services  since 
its  existence  and  amount  are  functions 
of  the  regulatory  policy  to  subsidize  basic 
and  intrastate  toll  services.  Further,  as 
found  above,  it  may  also  subsidize  those 
vertical  services. 

223.  We  will  highlight  the  separations 
effect  with  a  specific  example.  Before 
doing  so,  however,  we  note  we  have  found 
no  evidence  herein  of  adverse  economic 
impact  on  telephone  industry  revenues 
and  alleged  contributions  (direct  or  in¬ 
direct)  to  basic  local  telephone  serv¬ 
ices  which  would  require  separations 
changes."*  Therefore,  in  our  discussion 
that  follows  we  are  operating  under  two 
assumptions.  One,  we  assume  arguendo, 
the  possibility  of  an  adverse  economic 
impact.  Secondly,  we  assume  that  this 
adverse  economic  impact  is  of  such  a 
magnitude  that  it  requires  changes  In 
separations  procedures  to  neutralize  the 
impact  on  rates  for  basic  local  telephone 
service  including  residential  exchange. 

224.  According  to  Bell,  some  19.9  per¬ 
cent  of  Bell  station  equipment  cost  is  as¬ 
signed  interstate,  and  some  16.7  percent 
of  Independent  station  equipment  is  so 
assigned.  Thus,  Bell  claims  if  all  station 
equipment  were  “lost,"  some  14.6  percent 

“»As  previously  Indicated,  the  direct  con¬ 
tribution  is  that  contribution  allegedly  pro¬ 
vided  by  vertical  services  to  basic  local  tele¬ 
phone  services  because  of  the  alleged  pricing 
of  vertical  services  above  costs.  As  we  found 
above  in  our  analysis  of  the  Individual  con¬ 
tribution  studies,  there  Is  substantial  evi¬ 
dence  that  direct  contributions  from  vertical 
services  do  not  exist.  Our  discussion  herein 
of  separations  and  usage  sensitive  pricing  Is 
intended  to  address  primarily  the  indirect 
contribution  loss,  if  any,  that  may  result 
due  to  interconnect  competition. 

i^See  oiir  discussion  of  the  smaller  inde¬ 
pendent  telephone  companies  in  Section  F 
herein  where  we  recognize  the  possibility  of 
future  Impact  on  smaller  Independents  and 
the  necessity  to  guard  against  any  such 
impact. 


(rf  MHS  and  WATS  revenues  would  be 
“lost”  to  the  local  operating  companies 
(and  retained  by  Long  Lines) .  If  inter¬ 
state  revenue  requirements  were  reduced 
by  some  amount  (we  show  14.6  percent 
above) ,  the  interstate  rate  of  return  ac¬ 
tually  received  would  rise.  Until  this 
Commission  could  lower  interstate  rates 
through  a  rate  case,  or  increase  the  as¬ 
signment  to  intrastate  by  revision  of  the 
separations  formula  (perhaps  the  SLU 
or  CSR  factors) ,  the  telephone  industry 
would  retain  those  revenues  in  the  form 
of  a  higher  rate  of  return  (net  revenues) 
on  the  interstate  investment,  and  these 
revenues  would  be  allocated  to  the  oper¬ 
ating  companies  on  the  basis  of  their 
share  in  the  total  interstate  enterprise. 

225.  We  lack  the  data  to  calculate  the 
precise  effect  this  allocation  would  have 
on  the  independents,  but  we  can  approx¬ 
imate  the  effect  on  the  Bell  operating 
cwnpanies,  Scnne  12.4  percent  of  the  to¬ 
tal  interstate  revenue  requirements  are 
related  to  Bell’s  station  equipment  (2.3 
percent  is  related  to  independent  station 
equipment) .  Since  interstate  revenue  re¬ 
quirements  would  be  reduced  by  the  dol¬ 
lar  amount  derived  from  this  percentage 
($1,090,000,000  since  we  neglect  the  inde¬ 
pendents),  this  amoimt  would  be  allo¬ 
cated  to  the  various  Bell  companies  on 
the  basis  of  relative  investment.  In  other 
words,  the  “balance  for  division”  would 
increase  from  $1,487,557,000  to  $2,577,- 
557,000.  While,  at  present  the  Bell  op¬ 
erating  companies  receive  42.6  percent 
of  this  sum,  their  share  would  decrease, 
due  to  their  decreased  share  of  the  in¬ 
terstate  investment.  'The  operating  com¬ 
panies  now  have  73.8  percent  of  the  Bell 
System  interstate  investment.  A  reduc¬ 
tion  of  $1,090,000,000  in  operating  com¬ 
pany  revenue  requirements  amounts  to 
a  reduction  of  some  21.6  percent  of  the 
operating  companies’  expenses  and  taxes 
which  are  now  $5,050,495,000.  Plant  in¬ 
vestment  does  not,  of  course,  exactly 
parallel  expenses  and  taxes,  but  if  we 
assume  that  operating  company  inter¬ 
state  investment  also  would  decline  by 
about  21.6  percent,  the  Bell  operating 
companies  would  receive  33.4  percent 
((100  percent— 21.6  percent)  x 42 .6  per¬ 
cent)  of  the  increased  Interstate  reve¬ 
nues  or  $860,904,000.’“  ’Thus,  the  de¬ 
crease  in  interstate  toll  contributions 
can  be  calculated.  ’The  operating  compa¬ 
nies  would  receive  $1,090,000,000  less  due 
to  decreased  revenue  requirements  as 
shown  above.  ’This  amount  would  appear 
in  the  reports  as  an  increase  in  interstate 
net  return  and  a  decrease  in  intrastate 
net  return,  since  the  revenue  require¬ 
ments  would  simply  be  reallocated  from 
interstate  to  Intrastate.  ’The  operating 
companies’  share  of  the  interstate  net 
return  would  decline  from  42.6  percent 
to  33.4  percent,  or  a  decrease  of  $237,- 
081,000.  Thus,  the  operating  companies’ 
revenues  would  decline  by  a  total  of 

**  Taxes  can  be  neglected  because  of  the 
pooled  tax  rettnus. 


$1,327,031,000"*  and  Long  Lines’  reve¬ 
nues  would  increase  by  a  like  amount."* 
Naturally,  any  loss  in  revenues  could  be 
reallocated  back  to  the  operating  com¬ 
panies  according  to  the  way  it  was  origi¬ 
nally  allocated  to  them — adjustments  in 
measurements  and  allocations  proce¬ 
dures. 

226.  It  is  clear  then,  that  in  theory, 
interconnection  could  have  an  impact  on 
the  interstate  toll  contribution  resulting 
from  separations  and  that  the  effect  of 
the  interconnection  of  terminal  equip¬ 
ment  on  such  indirect  contribution  de¬ 
pends  on  the  amount  of  interconnection 
that  occurs.  As  noted  above,  we  have 
found  no  record  evidence  of  adverse 
economic  impact  requiring  separations 
changes.  Further,  the  effect  of  intercon¬ 
nection  on  jurisdictional  separations  is 
simply  to  transfer  revenues  within  the 
industry,  as  we  show  above.  There  is  no 
net  loss  of  revenue  due  to  separations. 
The  principal  beneficiary  of  the  separa¬ 
tions  effect  due  to  interconnection  would 
be  the  Long  Lines  division  of  AT&T. 
There  would  be  a  net  effect  beneflttlng 
the  Bell  Svstem  at  the  expense  of  the 
independents,  but  within  the  Bell  Sys¬ 
tem  the  effect  would  be  to  transfer  rev¬ 
enues  among  the  companies. 

227.  We  had  expected  that  the  parties 
to  this  proceeding  would  provide  us  with 
some  information  regarding  the  precise 
kinds  and  amounts  of  separation  changes 
that  would  be  advisable  in  the  event  it 
were  determined  that  interconnect  com¬ 
petition  has,  or  will,  adversely  impact  in¬ 
direct  contributions  from  carrier-pro¬ 
vided  terminal  equipment  to  basic  local 
telephone  service."*  We  received  few  re¬ 
sponses.  NARUC  merely  points  out  that 
it  s^s  a  need  for  modification  of  separa¬ 
tions  without  making  a  specific  proposal. 
As  noted  above,  SAI  assumed  in  its  study 
that  we  would  adopt  “board-to-board" 
separations  after  1979.  Indeed,  it  seems 
that  this  assumption  is  the  principal 
basis  for  those  effects  of  competition 
which  SAI  was  able  to  find.  “Board-to- 
board”  separations  would  mean  the 
elimination  of  all  exchange  plant  and 
expense  from  the  separations  formula, 
a  procedure  contrary  to  the  decision  in 
“Smith  V.  Illinois  Bell,  supra.”  'The  effect 
of  such  a  radical  separations  change 
would  be  to  transfer  large  amounts  of 
money  from  the  independents  to  Bell.  It 
is  the  effect  of  this  transfer  that  SAI 
shows  as  a  contribution  loss  for  inde¬ 
pendents  in  the  years  after  1979.  In  Bell 
Ex.  No.  45,  Bell  also  presents  its  sug- 

“•Thls  example  assumes  a  constant  rate 
of  return  for  operating  companies’  Interstate 
operations.  If  we  divided  the  new  balance- 
for-divlslon  revenues  by  investment  ratios 
the  operating  companies’  revenue  decline 
would  Increase  for  both  the  operating  com¬ 
panies  and  Long  Lines.  We  have  interpreted 
Bell  Ex.  No.  45  appendix  C,  p.  29  to  show 
annual  charges,  rather  than  embedded  book 
cost. 

“^All  figures  used  In  this  discussion  are 
obtained  from  Long  Lines  Statistics.  1930- 
1963,  March  18,  1974,  p.  102,  and  1950-1974, 
April  1975,  p.  103. 
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gestions  on  how  to  deal  with  the  separa¬ 
tions  effect  of  interconnect  ccnnpetitlon. 
Bell  suggests  the  elimination  of  terminal 
equipment  from  the  separations  process 
(from  the  interstate  jurisdiction)  along 
with  a  compensatory  increase  in  the  al¬ 
location  of  other  costs  to  interstate,  in¬ 
volving  the  remainder  of  local  exchange 
riant  (subscriber  lines  and  non-traffic 
sensitive  Central  Office  Plant).’*  Bell 
admits  that  increase  allocation  of  sub¬ 
scriber  lines  to  interstate  could  not  ex¬ 
actly  offset  the  effects  of  terminal  equip¬ 
ment  allocation  to  intrastate  for  every 
company  in  every  state.^*®  However,  we 
exi>ect  that  if  such  allocations  were  made 
on  an  industry-wide  basis,  most  inde¬ 
pendents  (which  have  relatively  less  in¬ 
vestment  in  station  equipment  than  Bell) 
would  benefit  through  increased  settle¬ 
ments  revenues.  This  point  and  others 
are  worthy  of  exploration.’” 

228.  As  noted  above,  we  find  no  evi¬ 
dence  of  economic  hann  in  this  record 
which  would  require  separations 
changes.’*  However,  even  if  changes  were 
reqviired,  we  believe  a  serious  problem 
would  have  to  be  solved  before  any  sepa¬ 
rations  changes  were  implemented.  A 
mechanism  to  ameliorate  the  impact  of 
direct  or  indirect  contribution  losses,  if 
any,  due  to  interconnect  competition 
must  be  determined  to  insure  that  the 
benefits  from  any  separations  changes 
actually  flow  to  basic  local  telephone 
service  subscribers.  In  the  past,  rarely 
does  it  appear  that  a  clear  connection 
has  been  established  between  separations 
changes,  interstate  and  intrastate  rate 
reductions  or  increases,  and  the  existence 
of  subsidies,  if  any,  to  basic  local  tele¬ 
phone  service  subscribers.  Steps  would 
also  be  necessary  to  insure  that  business 
vertical  services,  rather  than  basic  local 
telephone  services,  are  not  among  the 
beneficiaries  of  separations  effects  as  we 
find  they  have  been  in  the  past.  Further, 
as  noted  below,  usage  sensitive  pricing 
should  be  considered  in  conjunction  with 
any  proposed  separations  changes. 

229.  Usage  Sensitive  Pricing  and  In¬ 
terconnection.  As  found  by  T-fE,  another 
available  alternative  which  could  oper¬ 
ate  to  neutralize  indirect  contribution 


We  note  that  separatiops  changes  could 
also  be  utilized  to  neutrallze.the  loss,  if  any. 
of  direct  contributions  allegedly  made  by 
vertical  services.  Also,  as  stressed  throughout 
T+E  Deliverable  P,  pp.  46-118,  the  need  for 
any  separations  changes  at  all  is  highly  de¬ 
pendent  on  the  overall  market  growth  stimu¬ 
lus  caused  by  Interconnect  competition.  We 
find  below  that  such  market  stimulation  is 
occurring,  and  thus  it  is  likely  that  there 
has  been,  or  will  be,  no  net  revenue  or  con¬ 
tribution  diversion. 

'•■•"Bell  states  that  there  are  problems  of 
legality  in  doing  this  which  might  require 
legislation.  Bell  Ex.  No.  45,  pp.  22. 

"•'Bell  Ex.  No.  45,  p.  23. 

;  We  discuss  the  Bell  proposal  in  connec¬ 
tion  with  smaller  independents  later  herein. 
See  also  T+E  Deliverable  P,  pp.  96-118,  for  a 
thorough  discussion  of  prt^osals  regarding 
the  need  for  separations  changes  and,  if  so, 
what  kind  of  changes  would  be  appropriate. 

"•<  Similarly,  usage  sensitive  pricing 
changes  are  not  required  solely  because  of 
the  existence  of  Intercormect  competition. 


losses,  if  any.  due  to  interconnect  com¬ 
petition  is  the  initiation  of  usage  sensi¬ 
tive  pricing  structures  for  intrastate  ex¬ 
change  serYlces.’*  We  set  forth  below  ex¬ 
amples  of  usage  sensitive  pricing  meas¬ 
ures  which  we  believe  merit  study  and 
briefly  elaborate  on  some  of  our  other 
findings  with  respect  to  usage  sensitive 
pricing. 

230.  Most  of  the  telephone  companies 
currently  utilize  fiat  monthly  rates 
rather  than  usage  sensitive  pricing  for 
local  exchange  service.  While  there  are 
many  reasons  for  these  circumstances, 
and  they  should  be  analyzed  on  a  case- 
by-case  basis,  we  note  generally  that  flat 
rate  pricing  appears  to  provide  little  in¬ 
centive  for  customers  to  make  efficient 
use  of  service.  Essentially,  the  cost  to  the 
customer  of  msdiing  a  local  telephone  call, 
after  he  has  subscribed  to  the  service,  is 
zero.  Yet  increased  traffic  caiises  in¬ 
creased  cost  to  the  utility  and  requires 
more  investment  in  traffic  sensitive  plant. 
Traffic  sensitive  plant  may  be  as  much 
as  half  of  all  exchange  plant  in  the  larg¬ 
est  cities,  and  may  be  at  least  20  percent 
of  exchange  plant  In  the  smallest.’*  Us¬ 
age  insensitive  pricing  also  appears  to 
increase  the  allocation  of  exchange  plant 
to  intrastate,  thereby  raising  intrastate 
revenue  requirements  and  rates.  On  the 
other  hand,  usage  sensitive  charges  for 
exchange  service  (which  could  vary  by 
time  of  day.  distance,  and  duration)  ap¬ 
pear  to  provide  an  incentive  for  custom¬ 
ers  to  conserve  their  use  of  the  telephone 
system  (and  also  to  make  such  c^ls  at 
off-peak  hours  when  they  do  not  add  to 
the  need  for  plant) .  Since  there  is  no  such 
suppressive  incentive  in  the  case  of  cur¬ 
rent  fiat  rate  local  caUs,  the  percentage 
of  the  time  that  exchange  plant  is  in  use 
that  is  being  xised  for  intrastate  purposes 
is  raised.  Since  exchange  plant  and  ex¬ 
penses  are  allocated  to  interstate  on  the 
basis  of  relative  minutes  of  use,  the  ef¬ 
fect  of  usage  insensitive  pricing  then  Is 
generally  to  raise  intrastate  revenue  re- 
quir^ents  and  rates.  Conversely,  the 
effect  of  usage  sensitive  pricing  would 
generally  be  to  lower  intrastate  revenue 
requirements  and  rates.  A  lower  intra¬ 
state  revenue  requirement  would  make 
intrastate  services,  such  as  basic  local 
exchange  services,  less  dependent  on  any 
subsidy  obtained  from  interstate  via  the 
separations  mechanism.  Thus,  to  the  ex¬ 
tent  there  may  be  an  adverse  effect  from 
interconnect  c(Hnpetition  which  results 
in  a  reduced  interstate  subsidy  (f.e.,  re¬ 
duced  indirect  contribution)  to  intra¬ 
state  services  including  local  basic  ex¬ 
change  services,  usage  sensitive  pricing 
could  operate  to  neutralize  this  subsidy 
loss. 

231.  We  cannot  go  further  and  con¬ 
clude  that  basic  local  exchange  rates  are, 
in  fact,  higher  today  because  of  usage 
insensitive  pricing  since  most  states 
(California  is  the  main  exception)  do  not 
allocate  the  intrastate  toll  and  local  ex¬ 
change  revenue  requirements  on  the 
basis  of  the  jurisdictional  separations 
formula.  However,  If  the  intrastate  rev¬ 
enue  requirement  were  allocated  between 
toll  and  exchange  services  in  a  manner 
parallel  to  that  provided  for  in  the  juris¬ 


dictional  separations  manual,  the  effect 
of  usage  insensitive  pricing  would  be  to 
raise  local  exchange  rates,  if  a  state  al¬ 
located  the  intrastate  revenue  require¬ 
ment  on  the  basis  of  the  proportion  of 
costs  directly  attributable  to  local  ex-, 
change  and  toll. 

232.  At  the  outset,  we  note  that  the 
potential  cost  savings  due  to  more  eco¬ 
nomically  rational  tariffs  has  not  been 
widely  explored  in  telephony.  We  re¬ 
ceived  little  information  in  this  inquiry, 
but  we  have  attempted  to  explore  the 
matter  through  other  sources.  We  find 
that  there  are  potential  cost  savings 
through  efficiency  gains  in  the  use  of  ex¬ 
isting  plant  and  potentially  reduced  in¬ 
vestment  for  new  plant.  We  recognize 
that  the  cost  of  metering  equipment  is  an 
important  factor  and  that  the  potential 
for  cost  savings  may  be  limited  in  some 
exchanges  or  that  some  telephone  com¬ 
panies  may  find  it  more  advantageous 
than  others.  In  any  event,  as  noted  above, 
usage  sensitive  pricing  certainly  merits 
thorough  exploration  by  the  telephone 
industry  irrespective  of  its  use  as  an 
ameliorating  response  to  interconnect 
competition. 

233.  In  designing  an  econcHnically  ra¬ 
tional  tariff  structiue,  costs  must  be 
examined  to  determine  their  variahility 
with  usage.  Some  costs  are  not  traffic 
sensitive  and  might  be  reflected  in  a  cus¬ 
tomer  charge  or  a  “network  access” 
charge.'*  Some  costs  derive  from  the  use 
of  common  equipment  and  vary  with  the 
number  of  calls.  Other  costs  vary  with 
the  duration  of  calls.  Some  costs  vary 
wilii  distance  and  duration.  A  properly 
designed  usage  sensitive  tariff  should  re¬ 
flect  these  cost  differences  to  the  great¬ 
est  extent  possible.  We  have  carefully 
evaluated  testimony  from  the  NYPSC 
and  as  a  resiUt  we  suggest  that  it  would 
be  useful  to  consider  tariffs  having  some 
of  the  following  elements: 


"“T+E  finds  that  several  reasons  exist  for 
initiating  usage  sensitive  pricing  irrespective 
of  the  existence  of  intercormect  competition 
and  its  alleged  adverse  economic  impact,  e.g., 
usage  sensitive  pricing  encorirages  more  ef¬ 
ficient  iise  of  existing  plant  investment  and 
a  reduction  in  new  plant  investment.  How¬ 
ever,  if  it  is  viewed  only  as  a  response  to  in¬ 
terconnect  competition  such  factors  as 
market  growth  stimulation  caused  by  inter¬ 
connect  competition  also  become  important. 
As  noted  previously,  T+E  finds  it  is  likely 
that  very  modest  market  growth  stimulation 
caused  by  Interconnect  competition,  coupled 
with  usage  sensitive  pricing,  could  operate 
fully  to  neutralize  a  revenue  requirements 
shift,  l.e.,  indirect  contribution  loss,  result¬ 
ing  from  Interconnection.  We  agree  with 
T  +  E.  OTP  claims  usage  sensitive  pricing  in 
conjunction  with  separations  changes  could 
fully  neutralize  the  Jurisdictional  impact  of 
interconnection. 

i«t  qte  lecture  on  usage  sensitive  pricing 
given  to  the  Commission’s  Common  Carrier 
Bureau  staff  February  27,  1976. 

>“As  not6d  previously,  the  “netwwk  ac¬ 
cess”  charge  could  be  the  focal  point  for  any 
direct  or  indirect  subsidy  to  basic  local  tele¬ 
phone  service  that  society  finds  is  warranted. 
iTiis  assumes,  of  course,  that  terminal  equip¬ 
ment  services,  such  as  PBX  and  ETS,  are 
priced  to  cover  their  total  costs. 

NYPSC  Case  No.  26776.  Supra,  n.  136 
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1.  A  station  equipment  charge  for  all  items 
of  station  equipment  provided  by  the  tele¬ 
phone  company.  l.e..  “unbundled"  terminal 
equipment  chaiges. 

2.  A  "network  access”  or  "customer”  charge 
to  cover  local  loops,  station  wiring  up  to 
the  connecting  block,  and  dedicated  central 
office  plant  (such  as  the  main  frame  and  the 
appearance  of  the  line  finder) .  Business  office 
expenses  could  also  be  recovered  herein. 

3.  A  charge  per  call.  On  exchanges  with 
little  common  equipment  this  could  be 
waived.  This  charge  could  vary  by  time  of 
day. 

4.  A  charge  per  minute.  This  charge  could 
also  vary  by  time  of  day. 

5.  Charges  for  special  services,  such  as  local 
directory  assistcmce. 

6.  On  calls  beyond  the  customer's  local 
central  office,  the  charges  per  call  and  per 
minute  could  vary  with  distance. 

7.  Non-recurring  charges  could  be  based 
on  locfd  practices,  but  we  believe  the  follow¬ 
ing  should  be  considered: 

a.  a  charge  for  the  paperwork  Involved  in 
a  service  order  which  could  vary  with  what 
is  ordered; 

b.  a  charge  fw  the  central  office  work  in¬ 
volved  in  a  service  order  which  could  vary 
with  what  must  be  done; 

c.  a  charge  for  connecting  the  customer’s 
premises  to  the  network,  including  a  charge 
for  basic  inside  wiring  (up  to  the  first  con¬ 
nection  on  the  premises)  which  could  vary 
with  the  tyi)e  of  customer; 

d.  a  charge  for  additional  inside  wiring  on 
a  per  foot  or  per  Jack  (coimecting  block) 
basis.  This  amount  could  vary  with  the  type 
of  customer  equipment  to  be  connected; 

e.  a  charge  for  installing  station  apparatus, 
which  could  vary  with  the  type  of  equipment 
to  be  connected. 

We  also  believe  that  moves  and  rear¬ 
rangements  could  be  fully  charged  for 
at  the  time  performed,  and  that  non¬ 
recurring  costs  could  be  segmented  from 
recurring  charges.  There  is  some  evidence 
that  business  customers  in  many  areas 
are  being  undercharged  for  moves  and 
rearrangements  because  of  averaging 
with  residential  customers.""  We  also  rec¬ 
ommend  a  thorough  examination  of 
extended  area  service  rates,  particularly 
the  relationship  of  such  rates  to  asso¬ 
ciated  costs.'* 

234.  When  it  is  realized  that  even  dur¬ 
ing  the  business  day  there  may  be  slack 
usage  periods,  e.g.,  before  10  am,  between 


vn  Dlttbemer  Associates,  "Interconnection, 
An  Economic  Impact  Analysis”.  Appendix  D, 
OTP-Contract  OTP-SE-72-113.  Detailed  anal¬ 
ysis  of  this  report  by  OTP  indicates  that  the 
results  Are  dependent  on  several  assumptions 
and  OTP  found  that  most  these  assumptions 
were  unsupported.  We  cite  this  report  be¬ 
cause  it  is  the  only  study  of  the  problem  of 
differential  cost  of  moves  and  rearrangements 
that  has  come  to  our  attention.  The  issue  of 
cross-subsidization  in  moves  and  changes  is 
hard  to  study,  since  the  cost  that  is  not  re¬ 
captured  immediately  must  be  recovered  in 
the  undifferentiated  pool  of  recurring 
charges.  Th\is  due  to  the  capitalization  of 
station  equipment  and  connections  into  an 
undifferentiated  account,  it  is  not  possible 
to  determine  whether  the  allocations  pres¬ 
ently  made  are  justified  on  any  of  the  bases 
we  consider — direct  cost,  incremental  cost, 
fully  distributed  cost,  etc. 

MB  Extended  area  service  is  basicaUy  tele¬ 
phone  service  which  Includes  service  beyond 
a  subscriber’s  exchange  or  zone  at  exchange 
rates  rather  than  toll  rates. 


12  pm  and  2  pm,  and  so  forth,  it  appears 
that  some  cost  savings  could  be  affected 
by  transferring  calls  to  those  periods.  We 
have  seen  the  results  of  a  toll  tariff  in 
South  Dakota  that  transferred  a  large 
amount  of  traffic  by  giving  20  percent 
discoimts  at  12  noon  and  after  4  pm.“* 
There  may  also  be  seasonal  peaks  in  cer¬ 
tain  areas,  and  not  just  where  tourism 
and  recreation  are  important  industries. 
Seasonal  tariffs  are  well  established  and 
accepted  in  the  electric  utility  industry, 
and  we  believe  they  should  be  explored  in 
the  field  of  telephony  as  well. 

235.  Our  experience  with  respect  to 
time  of  day  charges  has  been  successful. 
We  have  found  demand,  particularly 
residential  demand,  to  be  quite  sensitive 
to  price  differences.  We  have  not  at¬ 
tempted  to  measure  the  cost  savings  ac¬ 
crued  when  we  ordered  the  initial  “after 
nine”  rates  in  April  1963,  but  we  do  note 
that  there  was  a  substantial  interstate 
net  revenue  increase  of  10  percent,  des¬ 
pite  the  transfer  of  $46  million  in  reve¬ 
nue  requirements  from  intrastate  to  in¬ 
terstate  in  1962.'’* 

236.  If  usage  sensitive  pricing  is  ini¬ 
tiated  for  basic  local  exchange  service, 
it  is  likely  that  some  subscribers,  depend¬ 
ing  on  the  extent  of  their  usage,  could 
pay  more  for  basic  service  while  others 
could  pay  less.  It  has  also  been  argued 
that  usage  sensitive  pricing  would  raise 
the  cost  of  service  to  the  poor  who  are 
allegedly  heavy  telephone  users.  No  evi¬ 
dence  on  this  matter  was  submitted  in 
the  present  inquiry.  What  evidence  we 
have  seen  is  for  three  exchanges  in  Illi¬ 
nois.  While  we  are  reluctant  to  generalize 
from  so  limited  a  sample,  this  evidence 
indicates  that  telephone  usage  generally 
increases  with  income,  and  that  the  poor 
and  elderly  are  relatively  light  users.”' 


“  South  Dakota  Study,  "Interstate  Long 
Distance  Telecommunication  Service,  AT&T”, 
1969. 

”0  Richard  Gabel,  "Development  of  Sepa¬ 
rations  Principles  in  the  Telephone  Indus¬ 
try,”  East  Lansing,  Michigan  State  Univer¬ 
sity,  Institute  of  Public  Utilities,  1967,  p. 
103. 

**1  Illinois  Commerce  Commission,  Docket 
No.  76-0069,  Ex.  No.  3,  In  Bell  Ex.  No.  21  there 
is  presented  an  anal^s  of  demand  for  basic 
residential  exchange  service  and  a  associated 
demographic  analysis  undertaken  for  Bell  by 
National  Economic  Research  Associates,  Inc. 
The  purpose  of  the  study  was  to  Investigate 
qviantltatlvely  the  economic  and  demo¬ 
graphic  determinants  of  telephone  availabil¬ 
ity  Including  age,  urbanism,  education,  race, 
region  of  residence  and  family  type  and  es¬ 
pecially  Income  level.  The  study  was  based  on 
reported  availability,  not  use,  of  the  tele¬ 
phone.  Chief  findings  Include:  (a)  avallabU- 
Ity  tends  to  vary  directly  with  Income,  age 
and  urbanism.  Is  higher  among  whites  and 
lower  In  the  South;  and  (b)  availability  does 
seem  to  be  price  sensitive,  but  the  degree 
of  sensitivity  varies  Inversely  with  the  In¬ 
come  level;  estimates  of  (arc)  price  elastici¬ 
ties  vary  from  virtually  zero  (for  households 
with  aimual  Income  greater  than  $12,000)  to 
.29  (for  households  with  annual  Incomes  less 
than  $3,000) ;  also  varies  with  age  and  family 
type.  T+E  finds  the  study  to  be  of  questl<Hi- 
able  value  for  this  Inquiry.  T+E  Indicates 
that  at  best,  one  can  say  price  sensitivity 
seems  to  vary  somewhat  with  Income  level. 


237.  The  foregoing  discussion  is  not  in¬ 
tended  to  be  exhaustive  of  all  the  rami¬ 
fications  relating  to  the  initiation  of 
usage  sensitive  pricing  and  possible  sep¬ 
arations  changes.  Usage  sensitive  pricing 
certainly  deserves  active  study  by  the 
telephone  industry,  and  any  further  con¬ 
sideration  of  competitive  effects  from  in¬ 
terconnect  competition  must  include  also 
a  look  at  usage  sensitive  pricing  and  sep¬ 
arations  as  possible  neutralizing  mecha¬ 
nisms  of  any  adverse  economic  impact 
that  might  arise.  Therefore,  we  expect 
that  the  parties  will  address  this  subject 
comprehensively  in  the  further  stages  of 
this  inquiry. 

C.  MARKET  AND  MARKET  SHARE  FORECASTS  OF 
INTERCONNECT  COMPETITION 

238.  One  measure  of  the  competitive 
effect  of  interconnect  competition  is  the 
market  penetration  vis-a-vis  the  tele¬ 
phone  companies  achieved  by  intercon¬ 
nect  companies  to  date  and  forecasted 
market  penetration  in  the  future.  Indeed, 
we  find  that  estimates  of  historical  mar¬ 
ket  penetration  and  forecasts  of  inter¬ 
connect  company  market  penetration  in 
the  future  were  basic  to  the  validity  of 
all  the  contribution  loss  claims  we  con¬ 
sidered  above.  Thus,  we  have  already 
stated  some  of  our  findings  with  respect 
to  market  penetration  estimates.  We  ad¬ 
dress  the  subject  in  more  detail  herein  to 
clarify  the  nature  and  the  extent  of  in¬ 
terconnect  competition. 

239.  Thus,  in  Appendix  C  below,  we 
present  forecasts  of  the  PBX.and  KTS 
markets  in  1975,  1980,  and  1984.  Basic¬ 
ally,  both  T+E  and  we  find  that  studies 
presenting  the  forecast  are  without 
merit.  Assuming  arguendo  the  validity  of 
the  forecasts  presented,  they  point  to  in¬ 
significant  market  penetration  to  date, 
perhaps  5  percent  as  a  maximum,  and 
to  a  potential  interconnect  company 
market  share  of  well  under  20  percent  by 
1984.  In  the  Appendix,  however,  we  find 
indications  that  much  of  the  intercon¬ 
nect  market  may  be  an  addition  to  the 
telephone  carriers’  markets,  so  that  even 
if  the  telephone  carriers  have  80  percent 
of  the  total  market  by  1984  (which  we 
believe  is  a  conservative  estimate),  they 
will  have  a  much  higher  dollar  share  of 
the  market  than  they  would  have  had 
absent  interconnect  competition.  In  the 
further  stages  bf  this  inquiry,  we  expect 
parties  to  provide  realistic  estimates  of 
markets  and  market  share  penetrations 
which  take  into  account  likely  innova¬ 
tive,  technological  and  pricing  responses 
by  telephone  carriers  and  market  stim¬ 
ulation  caused  by  interconnect  competi¬ 
tion.  We  expect  such  filings  to  examine 
in  greater  detail  the  main  station  and 


but  the  estimated  variations  at  all  Income 
levels  are  very  low.  T+E  notes  that  not  only 
is  teelphone  avallbllity  Inelastic  but  almost 
completely  so  and  that  this  would  suggest 
(Income  effects  aside)  that  modest  changes 
In  the  charge  for  exchange  service  would 
have  very  little  effect  on  the  universality  of 
service.  T+E  also  Identifies  several  technical 
problems  with  the  study.  For  example.  It 
finds  there  is  an  obvious  deficiency  In  using 
reported  telephone  availability  as  a  proxy  for 
telephones  In  use.  See  T+E  Deliverable  A, 
p.  41. 
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residential  and  business  extension  mar¬ 
kets. 

D.  INNOVATION  AND  INTERCONNECT 
COMPETITION 

240.  We  consider  in  this  section  the 
subjects  of  innovation  by  interconnect 
and  teiephone  companies  and  public 
benefit  in  the  post-Carterfone  competi¬ 
tive  marketplace. 

241.  The  telephone  industry,  especially 
Bell,  argues  that  research  and  develop¬ 
ment  and  innovation  has  been  helped  by 
vertical  Integration  and  that  intercon¬ 
nect  competition  could  hinder  innovation 
as  well  as  research  and  development.*" 
Some  of  the  telephone  company  re¬ 
spondents,  such  as  Bell  an  GTE,  also 
Identify  i»rticular  innovations  provided 
by  the  telephone  industry.  It  appears 
that  the  telephone  industry  also  claims 
that  the  terminal  equipment  market  may 
be  a  natural  monopoly.  CBEMA,  IBM, 
ITT,  MCI,  NATA,  Phonetele,  ABC,  CBS, 
NBC,  API,  Bunker  Ramo,  Commercial 
Metals,  Krigger,  Utilities  Telecommuni¬ 
cations  Council  (UTC),  and  OTP  gen¬ 
erally  provide  comments  or  evidence 
challenging  the  telephone  Industry 
claims.  For  example,  CBEMA,  MCI  and 
OTP,  among  others,  argue  that  the  pro¬ 
vision  of  terminal  equipment  is  not  a 
natural  monopoly.  Several  of  these 
parties  (such  as  API,  CBEMA,  IBM,  ITT, 
UTC  and  the  commercial  television  net¬ 
works)  cite  public  benefits  from  inter¬ 
connect  competition  such  as  innovation 
by  interconnect  companies  and  broad¬ 
ened  customer  choices  in  the  purchase  or 
leasing  of  terminal  equipment.  Finally, 
several  parties  (such  as  OTP,  MCI,  IBM, 
nr,  API  and  UTC)  argue  that  intercon¬ 
nect  competition  has  actually  stimulated 
telephone  companies  to  be  more  innova¬ 
tive  in  their  terminal  equipment  product 
lines  than  they  would  have  been  in  the 
absence  of  competition, 

242.  Innovations  may  materialize  in 
many  forms;  In  equipment  perform- 
since  “Carterfone”,  both  by  interconnect 
manufactiirlng  processes  which  lead  to 
cost  reductions:  in  design  changes  which 
lead  to  optimal  use  of  material  sources 
and  energy:  in  improved  reliability  and 
maintainability:  and  in  an  array  of  pric¬ 
ing  and  payment  options  which  take  into 
consideration  the  time  value  of  money, 
equipment  features  packages,  and  un¬ 
bundling  of  other  packages  into  discrete 
offerings  for  maintenance,  installation, 
instruction,  etc.  As  set  forth  below,  we 
find  substantial  evidence  of  innovation 
since  “Carterfone”.  both  by  Interconnect 
companies  and  telephone  carriers,  in  a 
wide  variety  of  terminal  devices  and  pri¬ 
vate  communications  systems  such  as 
data  modems  KTS  and  PBXs. 

243.  In  the  early  1960’s,  users  of  com¬ 
puters  were  in  general  limited  to  carrier 


Our  findings  herein  that  both  Intercon¬ 
nect  suppliers  and  telephone  carriers  have 
been  innovative  In  the  post-Carterfone  com¬ 
petitive  marketplace  Is  not  to  be  construed 
as  a  judgment  on  the  many  complex  Issues 
relating  to  a  vertically  Integrated  Bell  System 
now  before  the  Commission  In  Docket  No. 
19129,  Phase  n. 


modem  (data  set)  equipment  because  of 
telephone  company  tariffs  which  pro¬ 
hibited  connection  of  other  than  carrier 
owned  equipment  to  the  public-switched 
network.  In  the  mid-1960’s,  as  computers 
became  more  important  in  telecommuni¬ 
cations  and  faster,  a  demand  arose  for 
more  sophisticated  and  higher  speed 
modem  equipment.  The  telephone  com¬ 
panies  at  first  responded  slowly  to  these 
new  demands,  but  interconnect  com¬ 
panies  responded  dramatically.  For  ex¬ 
ample,  as  early  as  1965  a  non-carrier 
modem  which  allowed  a  data  transmis¬ 
sion  speed  of  4800  bps  was  marketed,  but 
Bell  did  not  market  a  4800  bps  data  set 
until  mid-1972.""  Also,  in  the  1968-1969 
time  period  interconnect  companies  in¬ 
troduced  7200  and  9600  bps  modems,  but 
the  Bell  System  first  marketed  a  9600  bps 
modem  in  1974."*  Nevertheless,  we  find 
that  Bell  has  reacted  to  the  competition 
from  independent  modem  suppliers.  For 
example,  in  January,  1972,  Bell’s  Cus¬ 
tomer  Products  Council  (CPC)  approved 
a  competitive  response  which  involved 
among  other  things:  (a)  proposed  new 
data  set  development:  (b)  improved 
tariff  provisions  such  as  optional  pay¬ 
ment  plans;  (c)  streamlined  product 
lines  by  removing  the  “low  mover 
modems:”  and  (d)  an  improvement  in 
service  quality  in  such  areas  as  installa¬ 
tion,  maintenance,  repair,  etc.™  The 
post-Carterfone  modem  market  today 
consists  of  at  least  50  different  manufac¬ 
turers  making  more  than  280  models  of 
modems.™ 

244.  We  find,  as  is  the  case  with  mod¬ 
ems,  the  KTS  and  PBX  markets  have 
also  been  characterized  by  substantial 
innovation  in  the  years  since  Carterfone. 
As  of  year-end  1973  there  were  39  vari¬ 
ous  KTS  systems,  3  of  which  are  made 
by  Western  Electric,  accounting  for  115 
individual  features  and/or  configura¬ 
tions,  from  17  suppliers  and  15  manu¬ 
facturers.™  In  regard  to  PBX  equipment, 
as  of  November  1972  there  were  163  dif¬ 
ferent  PBXs  available  on  the  market  (of 
which  13  were  Western  Electric  prod¬ 
ucts),  manufactured  by  28  companies, 
and  having  180  standard  and  optional 
features.™  An  example  of  a  significant 


CBEMA  Comments,  p.  24.  IBM  Com¬ 
ments,  p.  7. 

CBEMA  Comments,  p.  24. 

Minutes  of  Bell’s  CPC  meeting,  Janu¬ 
ary  1,  1972,  pp.  2-3.  Trial  Staff  Ex.  No.  1973, 
Docket  No.  19129,  Phase  n.  See  also  minutes 
of  Bell’s  CPC  meeting,  July  29,  1971,  con¬ 
cerning  analysis  of  100  series  data  equip¬ 
ment,  data  set  competition  study,  dataspeed 
KSB  and  data  sets  202.  Trial  Staff  Ex.  No. 
172,  Docket  No.  19129,  Phase  II. 

CBEMA  Comments,  Appendix  A  (Data- 
pro  Research  Corp.  Report). 

CBEMA  Comments,  p.  38.  CBEMA  fur¬ 
ther  stated  that  a  recent  survey  showed  at 
year  end  1973  a  total  of  1.04  million  KTS  sup¬ 
plied  by  interconnect  companies  out  of  a 
total  of  approximately  11  million  sets.  See 
also  Frost  and  Sullivan,  pp.  147-159. 

iw  CBEMA  Comments,  pp.  36-37  and  IBM 
Comments,  p.  S.  See  also  Frost  and  Sullivan, 
pp.  30-146  for  a  very  thorough  discussion  of 
the  variety  of  interconnect  company  and 
carrier  PBX  offerings. 
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response  by  Bell  to  PBX  Interconnect 
competition  was  Bell’s  establishment  of  a 
Joint  AT&T/Westem  Electrlc/Bell  Lab 
project  team  in  Denver  to  develop  com¬ 
petitive  PBXs.™  The  first  product  de¬ 
veloped  at  the  Western  Electric  Denver 
plant  was  the  812-A  PBX  which  ad¬ 
vanced  from  design  to  production  in  only 
13  months,  well  below  previous  product 
development  time  intervals.™  CBEMA 
also  details  other  terminal  equipment  in¬ 
novations  by  both  interconnect  com¬ 
panies  and  telephone  carriers  in  the  post- 
“Carterfone”  years  in  teleprinter  equip¬ 
ment,  CRT  display  terminals,  remote 
batch  terminals,  point  of  sale  terminals, 
banking  terminals,  credit  card  authoriza¬ 
tion  systems,  telephone  and  recording 
systems,  facsimile  equipment,  and  call 
dispatchers  and  toll  restrictors.™  Thus, 
both  we  and  T-|-E  find  substantial  evi¬ 
dence  of  innovation  by  both  interconnect 
and  telephone  companies  in  the  post- 
“C^arterfone”  years. 

245.  Further,  we  find  no  evidence  in 
this  docket  of  natural  limitations  in  sup¬ 
ply  such  as  economies  of  scale,  substan¬ 
tial  economic  barriers  to  entry  or  condi¬ 
tions  of  service  which  would  support  a 
finding  that  there  is  a  natural  monopoly 
in  the  provision  of  terminal  equipment 
or  private  communications  systems. 
Moreover,  electric  and  gas  utilities  are  in 
some  ways  similar  to  telephone  com¬ 
panies.  In  each  case,  the  service  pro¬ 
vided  travels  the  lines  of  the  electric 
or  gas  company,  and  telephone  company, 
to  a  terminal  piece  of  equipment.  Elec¬ 
tric  and  gas  companies  do  not  normally 
supply  the  terminal  piece  of  equipment. 

246.  Accordingly,  based  upon  our  ex¬ 
perience,  the  T-l-E  analysis,  and  this  rec¬ 
ord,  we  find  the  interconnect  competitive 
marketplace  has  been  characterized  by 
innovatiMi  on  the  part  of  both  intercon¬ 
nect  and  telephone  companies,  thereby 
affording  the  public  a  wide  range  of 
choices  regarding  the  terminal  device 
or  private  communications  system  which 


>7»The  “Denver  Story”,  Western  Electric’s 
PBX  plant,  as  presented  to  the  AT&T  cabinet. 
October  3,  1969  and  the  Denver  Concept  and 
PBX  Development,  as  presented  at  Sky  Top 
Conference,  September  27,  1973,  by  J.  W. 
Schaefer  (Bell  Labs).  See  Trial  Staff  Ex. 
Nos.  153  and  154,  respectively.  Docket  No. 
19129,  Phase  11. 

i<x>See  MCI  Comments,  pp.  34-39,  for  this 
and  other  examples  of  Bell’s  Innovative  re¬ 
sponses  to  Interconnect  competition.  Exam¬ 
ples  of  Innovative  responses  by  Bell  are  found 
in  several  other  filings  herein  also.  See,  e.g., 
API  Comments  and  Phonetele  Comments. 

iw  CBEMA  Comments,  pp.  22-40,  Appen¬ 
dices  A-D.  See  also  Frost  and  Sullivan,  pp. 
160-177,  for  a  description  of  Interconnect 
company  and  telephone  company  terminal 
equipment  offerings  other  than  KTS  and 
PBXs.  API  also  presents  a  listing  of  innova¬ 
tions  by  both  telephone  companies  and  Inter¬ 
connect  companies  In  the  post-Carterfone 
years,  API  Comments,  pp.  16-19.  BII  Ex.  No. 
30  contains  an  extensive  list  of  innovations, 
product  Improvements  and  style  changes  by 
the  Bell  System  in  KTS,  PBX.  Centrex  and 
automatic  call  distributors.  Significantly,  the 
number  of  post-Carterfone  innovations  (23) 
claimed  by  the  BeU  Sirstem  is  larger  than  the 
number  of  pre-Carterfone  innovations  (16), 
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best  serves  their  needs. “  Benefits  include 
availability  of  new  equipment  features, 
improved  maintenance  and  reliability, 
improved  installation  features  including 
ease  of  making  changes,  competitive 
sources  of  supply,  option  of  leasing  or 
owning,’""  and  competitive  pricing  and 
payment  options.’**  Although  it  is  difiB- 
cult  to  pr^ict  future  innovative  devel¬ 
opments,  because  so  much  is  dependent 
on  new  product  lines  and  new  marketing 
strategies  adopted  by  the  telephone  car¬ 
riers  in  response  to  competition,  it  ap¬ 
peal’s  likely  that  the  public  will  continue 
to  benefit  from  the  competitive  inter¬ 
connect  marketplace  in  terms  of  innova¬ 
tion  in  the  immediate  future. 

E.  TELEPHONE  COMPANY  PRICING  RESPONSES 

TO  INTERCONNECT  COMPETITION 

247.  While  innovation  and  new  product 
development  has  been  and  we  believe  will 
continue  to  be  a  sigificant  form  of  re¬ 
sponse  by  telephone  companies  to  inter¬ 
connect  competition,  we  find  another  sig¬ 
nificant  response  has  been  and  will  con¬ 
tinue  to  the  telephone  company  pricing 
responses.  The  major  area  opened  to  the 
threat  of  terminal  equipment  competi¬ 
tion  (PBX,  KTS,  modems,  etc.)  makes  up 
perhaps  10  percent  of  Bell  System  rev¬ 
enues.  In  these  areas  (and  others)  the 
BeU  System  carriers  have  emphasized 
before  various  state  regulatory  cwnmis- 
sions  their  need  to  move  away  from  a 
•‘value  of  service”  pricing  approach  to  a 
“cost”  approach  apparently  to  meet  in¬ 
terconnect  competition.’*  While  it  is  ap¬ 
propriate  for  the  telephone  companies  to 
competitively  price  their  terminal  equip¬ 
ment  and  other  services,  of  course,  regu¬ 
latory  scrutiny  should  be  given  to  these 

See  also.  Docket  No.  19528,  supra,  35  PCC 
2<1  at  542.  We  note  that  in  some  cases  Bell 
operating  companies  purchase  modems,  KTS, 
PBX,  etc.  from  Interconnect  suppliers  to  use 
in  their  own  service  offerings  rather  than  re¬ 
lying  solely  on  Western  Electric  for  such 
equipment.  It  has  been  alleged  that  inde¬ 
pendent  telephone  companies  rely  on  inde¬ 
pendent  interconnect  suppliers  to  an  even 
greater  extent. 

Some  telephone  companies  are  consider¬ 
ing  departing  from  the  traditional  leasing 
arrangement  for  terminal  equipment.  E.g., 
Central  Telephone  and  Utilities  Corp.,  the 
fourth  largest  independent,  has  announced 
a  trial  plan  to  allow  business  customers  to 
purchase  PBX  and  KTS  systems  as  part  of 
its  “response  to  competition  within  the  tele¬ 
communications  industry.”  See  Telecom¬ 
munications  Reports,  August  23,  1976,  p.  12. 
Similar  views  regarding  the  sale  of  PBXs  to 
customers  were  given  by  a  United  Telephone 
System  executive  representative.  See  “Inter¬ 
connection,  Today’s  Solution,”  Teleprinter 
Engineer  and  Management,  June  15,  1971. 

It  is  also  likely  that  Interconnect  equip¬ 
ment  has  stimulated  network  traffic  and  im¬ 
proved  network  efficiency.  See  comments  of 
Robert  E.  Bennis,  Director-Corporate  Tele¬ 
communications  of  the  Westlnghouse  Elec¬ 
tric  Corporation  of  87th  Annual  NARUC 
Convention  in  Boston  on  November  6,  1976. 
Telecommunications  Reports,  November  10, 
1975,  pp.  36-37. 

’“Significantly,  a  PCC  .staff  study  of  14 
interstate  and  intrastate  rate  increase  re¬ 
quests  in  1975  granted  or  still  pending  re¬ 
vealed  that  none  were  requested  on  the 
grounds  of  competitive  impact.  Information 
was  obtained  from  PUR  Reports. 


pricing  responses  in  order  to  insure  that 
the  specific  rate  reductions  requested  are 
not  so  extensive  as  to  cause  certain  cus¬ 
tomer  classes  who  are  not  subject  to  com¬ 
petition  to  pay  more  than  their  fair  share 
of  the  costs.***  This  scrutiny  should  also 
include  a  thorough  examination  of  the 
costing  methodologies  utilized  by  the 
telephone  companies. 

248.  A  fairly  common  practice  by  the 
new  vendors  of  terminal  equipment  was 
to  enter  into  three,  five  or  seven  year 
periods  of  payment  for  the  capital  costs 
of  a  PBX  (or  shorter  period  for  key  sys¬ 
tems)  with  the  customer  obligation 
thereafter  limited  to  periodic  mainte¬ 
nance  charges.  The  practice  contrasted 
with  prevailing  common  carrier  pricing 
arrangements.  Under  Bell  System  pricing 
practice,  a  uniform  monthly  charge  was 
applied  indefinitely  for  the  entire  dura¬ 
tion  of  service.  As  part  of  its  revised 
marketing  program  ‘‘to  meet  the  com¬ 
petition”  AT&T  introduced  a  new  pricing 
concept  applicable  to  the  competitive  ter¬ 
minal  eqiilpment  field.  This  new  concept 
was  termed  the  ‘‘Two-Tier  Contract 
Plan”.  Implementation  of  this  plan  has 
been  nearly  universal  by  the  Bell  Sys¬ 
tem  operating  companies.  Under  the  two- 
tier  plan,  the  cmnpany  establishes  two 
tiers  of  rates:  Tier  A  is  intended  to  re¬ 
cover  the  capital  costs  of  the  equipment — 
depreciation,  returns  and  income  taxes. 
These  charges  are  recovered  in  3,  5,  7  or 
10  year  periods,  at  customer  option, 
through  uniform  monthly  charges.  When 
the  capital  recovery  period  has  been 
completed,  no  further  charges  are  levied 
under  the  Tier  A  rates.  Tier  B  is  intended 
for  recovery  of  operating  expenses,  in¬ 
cluding  maintenance  and  administration. 
While  Tier  A  rates  do  not  vary  through 
the  life  of  the  contract.  Tier  B  rates  are 
subject  to  variations  with  general  cost 
changes  experienced  by  the  telephone 
company.  In  addition  to  the  Two-Tier 
Contr^t  made  available  to  PBX  cus¬ 
tomers,  the  telephone  company  has  con¬ 
tinued  to  offer  standard  monthly  tariff 
prices  under  conventional  monthly 
charges.  See  T-)-E  Deliverable  F,  pp.  3-44. 
for  a  thorough  evaluation  of  two-tier 
pricing  and  other  pricing  methodologies 
employed  by  Bell  System  operating  com¬ 
panies  and  their  import  for  interconnect 
competition.’* 


^  The  Iowa  Commerce  Commission  In 
Docket  No.  U-366,  had  before  It  Northwestern 
Bell’s  proposal  for  rate  reductions  In  KTS  but 
substantial  rate  Increases  for  monopoly  serv¬ 
ices  of  the  company.  In  a  subsequent  investi¬ 
gation  decided  December  23,  1971,  the  Iowa 
Commerce  Commission  reinstated  the  earlier, 
higher  KTS  charges  concluding  that  “the 
evidence  shows  a  distinct  anti -competitive 
effect  stemming  from  the  subject  rate  change 
and  respondent’s  failure  to  sustain  its  burden 
through  the  production  of  necessary  cost 
data  *  •  Show  Cause  Investigation, 

Docket  No.  U-366,  para.  2. 

j*?  We  note  that  Bell  System  operating  com¬ 
panies’  two-tier  pricing  of  PBXs  is  being  con¬ 
tested  by  NATA  in  some  20  states.  E.g.,  the 
Massachusetts  Department  of  Public  Utilities 
has  rejected  New  England  Telephone’s  two- 
tier  pricing  of  Dimension  PBXs  on  the  basis 
"it  is  unjustly  discriminatory  against  other 
classes  of  ratepayers.”  Telecommunications 
Reports,  April  26,  1976,  pp.  1-2.  New  England 


249.  While  telephone  company  pricing 
responses,  such  as  two-tier  pricing  of 
PBXs,  have  been  effective  according  to 
T-l-E,  in  combatting  interconnect  com¬ 
petition  in  several  states,  there  are  other 
telephone  company  rate  practices  which 
deserve  close  scrutiny  in  the  competi¬ 
tive  climate.  The  N'ifPSC,  as  noted  above, 
has  highlighted  one  of  the  ways  in  which 
tradtional  telephone  company  rate  struc¬ 
tures  could  be  revised  to  insure  both  fair 
terminal  equipment  competition  and  to 
accomplish  the  goal  of  keeping  basic  tele¬ 
phone  service  obtainable  at  reasonable 
charges  to  residents.  In  this  regard,  see 
our  previous  discussion  of  unbundling. 

F.  SMALL  INDEPENDENT  TELEPHONE 
COMPANIES 

250.  In  the  public  press  there  have  been 
many  statements  of  concern  that  the 
Commission’s  competitive  policies  may 
have  an  adverse  economic  impact  on 
some  small  independent  telephone  com¬ 
panies.  The  argument  is  that  a  small  in¬ 
dependent  that  loses  a  PBX  or  KTS  to  a 
competitor  may  lose  a  large  amount  of 
revenue,  both  the  direct  revenue  from 
the  PBX  or  KTS  leasing  and  the  in¬ 
direct  revenue  from  jurisdictional  toll 
settlements.  It  is  claimed  that  the  loss  in 
revenues  is  greater  than  the  reduction 
in  annual  operating  expense,  and  that 
furthei-more  the  telephone  company  may 
have  difficulty  in  recovering  its  un¬ 
depreciated  investment  through  reuse  or 
resale  of  the  PBX  or  KTS.  Such  cir¬ 
cumstances,  it  is  claimed,  would  neces¬ 
sitate  increased  charges  for  basic  tele¬ 
phone  service  within  the  area  served  by 
such  a  company. 

251.  Despite  our  specific  request  for  in¬ 
formation  on  such  occurrences,  we  have 
reecived  only  theoretical  discussions  of 
the  possibility.  Our  analysis  indicates 
that  there  is  little  liklihood  of  widespread 
PBX  and  KTS  loss  by  independent  tele¬ 
phone  companies,  and  we  have  not  heard 
of  examples  of  such  loss  causing  rate  in¬ 
creases.  It  appears  that  small  independ¬ 
ents  have  not  been  experiencing  PBX 
and  KTS  losses,  or  have  not  been  suf¬ 
ficiently  affected  by  such  losses  to  state 
their  cases  before  us  or  in  any  other  pub¬ 
lic  forum.  Certainly,  the  submissions 
from  GTE,  UTS,  CTC,  and  the  NTCA 
have  not  made  any  claims  or  established 
that  such  losses  have  occurred. 

252.  Our  analysis  indicates  that  PBX- 
KTS  interconnection  is  still  largely  an 
urban  phenomenon,  and  is  likely  to  re¬ 
main  so  in  the  forseeable  future.  To  be¬ 
gin  with,  small  telephone  companies  have 
few  PBX’s  or  KTS’  to  lose,  so  there  is 
little  risk  from  competition.  In  rural 
areas  it  is  hard  for  interconnect  com- 

Telephone  has  appealed  to  the  Mas.sach>i'eils 
Supreme  Judicial  Court.  The  Nebraska  Pub¬ 
lic  Utilities  Commission  approved  a  two-tier 
pricing  plan  for  Dimension  PBXs  but  dis¬ 
allowed  Tier  A  rates  because  such  rates  were 
fixed  and  not  subject  to  change.  Telecom¬ 
munications  Reports,  July  6,  1976,  p.  21.  The 
Georgia  Public  Service  Commission  recently 
dismissed  complaints  challenging  the  lawful¬ 
ness  of  Southern  Bell  Teelphone  Company’s 
two-tier  pricing  of  Dimension  PBXs  in 
Georgia.  Telecommunications  Report.^. 
August  30,  1976,  p.  30. 
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panics  to  locate  potential  PBX-KTS  cus¬ 
tomers  and  to  make  creditable  promises 
of  service.  In  urban  areas  the  intercon¬ 
nect  companies  are  more  successful,  but 
small  independents  that  do  serve  a  few 
urban  areas  have  the  resources  to  enable 
them  to  compete  successfully  and  are  able 
to  reuse  or  resell  displaced  PBX’s  and 
KTS’s  when  necessary.  They  would,  of 
coiurse,  be  less  affected  than  small  rural 
companies  by  the  loss  of  one  or  two 
PBX’s  or  KT6'.  Bell  and  the  large  inde¬ 
pendents  (GTE,  erre  and  UTS)  repre¬ 
sent  approximately  95  percent  of  the 
telephone  industry  and  the  remaining  5 
percent  are  Uie  small  independents. 
Thus,  the  potential  problem  is  minimal 
and  is  a  special  situation. 

253.  Still,  we  have  investigated  what 
could  be  done  if  the  problem  should 
materialize.  We  have  Isolated  two  ele¬ 
ments  of  the  problem — ^the  direct  loss  of 
PBX  or  KTS  revenue,  and  the  indirect 
loss  of  settlements  revenue.  The  loss  of 
PBX  and  KTS  direct  revenue  could 
clearly  be  compensated  for  by  “im- 
bundllng” — ^by  ensuring  that  line  charges 
and  network  access  charges  are  com¬ 
pensatory  and  profitable.  The  indirect 
loss  of  settlements  revenue  was  addressed 
by  only  one  respondent  in  this  inquiry, 
AT&T,  which  suggested  in  Bell  Ex.  No. 
45  that  station  equipment  be  removed 
from  the  settlements  procedure,  with  a 
concurrent  adjustment  in  the  subscriber 
plant  factor  on  customer  access  lines  to 
keep  total  settlements  unchanged. 

254.  T+E  has  analyzed  the  Bell  pro¬ 
posal  in  some  detail  and -we  have  com¬ 
mented  on  it  elsewhere.  We  find  that  it 
appears  to  have  sufiQcient  merit  to  war¬ 
rant  further  investigation  as  a  possibility 
for  consideration  whether  or  not  PBX 
or  KTS  loss  by  small  independent  tele¬ 
phone  companies  begins  to  affect  rates 
for  basic  service.  The  Bell  proposal  has 
several  advantages.  By  removal  of  station 
equipment  from  the  settlements  proce¬ 
dures  (which  Bell  claims  will  require  leg¬ 
islation),  Bell’s  proposal  facilitates  our 
competitive  policy  by  removing  the  po¬ 
tential  adverse  impact  on  settlements. 
Also,  by  removing  the  interstate  absorp¬ 
tion  of  twenty  percent  of  PBX  and  KTS 
costs,  the  Bell  proposal  will  make  com¬ 
petition  fairer  by  making  it  harder  for 
telephone  companies  to  set  rates  too  low 
because  they  or  regulatory  bodies  may 
mistakenly  compare  all  of  the  revenue 
with  only  the  eighty  percent  of  the  cost 
that  is  allocated  to  Intrastate  service. 
The  elimination  of  the  risk  of  such  an 
incorrect  comparison  may  also  benefit 
consumers  of  basic  telephone  service 
since  it  will  facilitate  the  setting  of  sta¬ 
tion  equipment  rates  high  enough  so  that 
station  equipment  does  not  absorb  the 
subsidy  that  Interstate  revenue  supplies 
through  the  settlements  process.  Pre¬ 
liminary  analysis  also  suggests  that  re¬ 
moval  of  station  equipment  from  the 
separations-settlements  procedure  may 
cause  a  greater  proportion  of  interstate 
revenue  to  go  to  the  very  independents 
that  have  the  smallest  relative  amount 
of  station  equipment,  and  which  are 
therefore  at  greatest  theoretical  risk 
from  competition.  Finally,  we  note  that 


the  Commission  may  always  entertain 
specific  requests  for  waivers  of  its  inter¬ 
connection  policies.  See  “Mebane  Home 
Telephone  Company,  supra  and  Puerto 
Rico  Telephone  Company”,  57  FCC  2d 
1202  (1976),  appeal  pending.  Case  No. 
76-1134  (1st  Cir.)  TTius,  we  will  explore, 
in  conjunction  with  State  reg\ilatory 
authorities.  Bell’s  proposal  and  any  al¬ 
ternative  proposals  that  we  receive. 

G.  SUMMARY 

255.  Based  on  detailed  evaluations  by 
T+E  and  our  staff  of  the  comments  and 
studies  submitted  in  this  proceeding,  and 
other  record  evidence,  we  conclude  that 
interconnect  competition  has  had  no  dis¬ 
cernible  adverse  impact  to  date  on  tele¬ 
phone  industry  revenues  or  on  basic  lo¬ 
cal  telephone  service  rates  and  avail¬ 
ability,  and  that  there  is  very  little  likli- 
hood  of  any  adverse  impact  in  the  near 
future.  We  note  that  claims  of  economic 
harm,  as  well  as  technical  harm,  were 
made  in  “Carterfone”  and  Docket  No. 
19528  by  the  telephone  industry.  Our 
findings  and  conclusions  herein  are  dis¬ 
positive  of  such  economic  claims.  In  view 
of  this  determination  we  find  no  need 
at  the  present  to  alter  either  the  “Car¬ 
terfone”  policy  or  our  registration  pro¬ 
gram  in  Docket  No.  19528.  We  intend,, 
however,  to  keep  this  proceeding  open 
and  to  continue  our  own  surveillance  of 
economic  developments  in  this  field. 
Should  a  need  arise  to  reevaluate  these 
policies,  we  shall  thus  be  fully  prepared 
to  do  so. 

256.  The  telephone  industry  contribu¬ 
tion  studies  claimed  that  significant  reve¬ 
nue  contribution  was  being  provided  by 
terminal  equipment,  particular  PBXs 
and  KTS’,  and  that  this  served  to  main¬ 
tain  lower  local  telephone  service  rates. 
Our  examination  reveals  that  in  fact,  the 
terminal  equipment,  such  as  PBXs  or 
KTS’  are  probably  recipients  of  subsidy 
or  contribution  from  either  interstate 
telephone  service  or  basic  local  telephone 
services.  Claimed  terminal  equipment 
contributions  were  found  to  be  non¬ 
existent  by  the  NYPSC  in  New  York  and 
basic  local  telephone  users  were  foimd 
to  be  subsidizing  terminal  equipment 
services  such  as  PBX  and  KTS  services. 
Under  such  circumstances,  basic  local 
telephone  service  may  actually  benefit 
when  underpriced  and  subsidized  ter¬ 
minal  equipment  business  is  lost  to  inter¬ 
connect  competition.  Findings  from 
Massachusetts  and  Vermont  studies  sup¬ 
port  the  NYPSC  results. 

257.  We  also  find  that  market  penetra¬ 
tion  by  interconnect  companies  is  insigni¬ 
ficant  to  date  (as  admitted  by  SAI  and 
the  SRI  studies),  perhaps  5  percent  in 
the  PBX  and  KTS  markets  which  are  the 
primary  competitive  markets.  Even  by 
1984,  the  maximum  penetration  is  likely 
to  be  well  under  20  percent.  However, 
even  these  penetration  figures  are  mis¬ 
leading,  The  studies  supplying  such  fig¬ 
ures  generally  ignore  the  overall  market 
stimulation  caused  by  interconnect  com¬ 
petition  (which  results  in  net  revenue 
benefits  to  both  telephone  and  inter¬ 
connect  companies  thereby  neutralizing 
telephone  Industry  revenue  diversions, 
if  any),  and  also  Ignore  the  effect  of 
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competitive  responses  by  telephone 
carriers. 

258.  We  also  find  that  careful  scrutiny 
should  be  given  to  telephone  company 
competitive  pricing  responses  such  as 
two-tier  pricing  of  PB2^  and  that  the 
imbimdling  of  terminal  equipment  from 
service  offerings  should  be  given  serious 
consideration. 

259.  Finally,  we  find  that  interconnect 
and  telephone  companies  have  been  in¬ 
novative  in  the  post-“Carterfone”  mar¬ 
ketplace,  resulting  in  numerous  public 
benefits. 

260.  While  we  foimd  on  this  record  on 
evidence  that  competition  has  caused 
adverse  economic  Impact  to  date  and 
little  llklUiood  of  any  in  the  forseeable 
future,  we  nonetheless  recognize  the  pos¬ 
sibility  that  smaller  independent  tele¬ 
phone  companies  could  in  toe  future  suf¬ 
fer  a  reduction  in  their  share  of  toe 
interstate  revenue  pool  due  to  distortions 
in  toe  jurisdictional  separations  and  set¬ 
tlement  procedures  under  competitive 
conditions.  Thus,  we  indicated  in  Section 
F  above  our  intention  to  develop,  in  con¬ 
junction  with  State  regulatory  authori¬ 
ties,  separations  changes  which  will  avoid 
toe  possibility  of  any  such  adverse  effects. 

V.  Impact  op  Competition  From  Other 
Common  Carriers 
A.  introduction 

261.  As  discussed  above,  toe  FCC 
opened  intercity  private  line  services  to 
“full  and  fair  competition”  in  our  Spe¬ 
cialized  Common  Carrier  decision,  29 
FCC  2d  870  (1971) ,  and  has  authorized  a 
number  of  carriers  to  offer  specialized 
private  line  services.  In  toe  rulemaking 
proceeding.  Docket  No.  18920,  which  led 
to  the  Specialized  Common  Carrier  deci¬ 
sion,  we  sought  evidence  as  to  toe  poten¬ 
tial  impact  of  competition  on  toe  estab¬ 
lished  telephone  and  telegraph  carriers. 
At  that  time  we  concluded  that  “there  is 
no  reason  to  anticipate  that  new  entry 
will  have  any  adverse  impact  on  service 
to  toe  public  by  existing  carriers  such  as 
to  outweigh  toe  considerations  support¬ 
ing  new  entry.”  29  FCC  2d  at  920. 

262.  The  present  proceeding  was  in¬ 
stituted,  inter  alia,  to  determine  if  the 
experience  of  the  past  five  years  of  OCC 
operation  has  borne  out  our  1971  conclu¬ 
sion,  and  what  further  conclusions  can 
be  reached  regarding  the  possible  near 
future  economic  impact  of  OCC  compe¬ 
tition  on  the  established  carriers.  In  that 
regard,  we  asked  respondents  to  present 
us  with  any  studies,  documentation  or 
other  Information  which  would  allow  us 
to  determine  the  extent  to  which  OCC 
competition  has  resulted  or  will  result 
in  higher  rates  for  residential  and  busi¬ 
ness  customers  of  all  telecommunica¬ 
tions  services.  We  also  sought  informa¬ 
tion  regarding  the  impact  of  OCC  com¬ 
petition  on  the  introduction  of  new  serv¬ 
ices  and  technology  into  the  industry,  the 
industry  structure,  the  size  of  the  com¬ 
munications  market,  approaches  to  be 
taken  to  ratemaking,  cross-subsidies,  and 
other  areas  specified  in  toe  appendices 
to  our  First  Supplemental  Notice,  supra. 
While  not  all  issues  were  commented 
upon  by  the  respondents,  we  have  re¬ 
ceived  a  number  of  filings  regarding  the 
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general  issue  of  impact  of  CXX:  competi¬ 
tion  on  the  rates  for  local  exchange  serv¬ 
ice  and  XXTS  and  on  the  Issue  of 
innovation. 

B.  ISSUES 

263.  In  general  the  Bell  System,  indi¬ 
vidual  independent  telephone  companies, 
and  USITA  contend  that  competition 
from  OCCs’^  will,  within  8-10  years, 
cause  significant  increases  in  communi¬ 
cations  costs  for  users  of  both  interstate 
and  intrastate  communications  services. 
While  AT&T  asserts  that  revenue  re¬ 
quirement  shortfalls  resulting  from  pri¬ 
vate  line  competition  will  necessitate  in¬ 
creases  in  MTS  and  WATS  rates,  USITA 
takes  the  opposite  position,  contending 
that  OCC  services  vdll  directly  Impact 
upon  MTS  traffic  such  that  Bell  will  find 
it  necessary  to  reduce  MTS  rates  sub¬ 
stantially  in  order  to  compete.  The  effect 
of  this,  USITA  claims,  will  be  a  substan¬ 
tial  decrease  in  interstate  toll  contribu¬ 
tions  to  intrastate  services.  Hie  tele¬ 
phone  company  respondents,  in  particu¬ 
lar  Bell,  fmther  asserts  that  OCC  com¬ 
petition  will  not  increase  the  level  of 
innovation  within  the  telecommimica- 
tions  industry.  The  OCC  respondents 
generally  disagree  with  these  claims,  as¬ 
serting  that  the  economic  impact  on  tiie 
established  carriers  will  be  insubstantial 
and  that  OCC  competition  has  caused 
significant  innovations  and  will  continue 
to  do  so. 

264.  Rate  increases  for  telecommuni¬ 
cations  services  will  occur,  according  to 
the  telephone  company  respondents,  as 
a  result  of  several  factors:  (1)  Direct 
losses  of  interstate  private  line  services 
to  the  OCCs;  (2)  increases  in  the  unit 
cost  of  providing  intercity  communica¬ 
tions  services  as  a  result  of  economies  of 
scale  that  will  not  be  realized  due  to 
private  lines  services  being  diverted  from 
AT&T  to  the  OCCs  <3)  decline  in  MTS 
and  WATS  traffic  as  a  result  of  cross¬ 
elastic  effects  of  private  line  services  of¬ 
fered  by  the  OCCs;  (4)  decrease  in  the 
size  of  the  interstate  revenue  pool  avail¬ 
able  for  divisions  of  revenues  with  Bell 
System  Operating  Companies  and  set¬ 
tlements  with  independent  telephone 
companies;  <5)  adjustments  in  MTS/ 
WATS  rates  to  meet  otherwise  unmet  in¬ 
terstate  revenue  requirements;  (6) 
changes  w'hich  will  probably  be  made  to 
the  separations  formula.  The  respond- 

”*  For  purposes  of  this  part,  OCCs  include 
the  specialized  terrestrial  carriers,  value- 
added  or  resale  carriers,  and  the  domestic 
satellite  non-telephone  company  carriers. 


ents’  positions  regarding  these  points 
are  amidlfled  below.'" 

I.  DIRECT  LOSSES  OF  INTERSTATE  PRIVATE 
LINE  SERVICES  TO  THE  OCC’S 

265.  The  Issue  here  concerns  direct 
revenue  losses  which  may  occur  as  a  re¬ 
sult  of  private  line  customers  replacing 
private  line  services  provided  by  estab¬ 
lished  carriers  with  those  secured  from 
OCCs.  AT&T  contends  that  its  losses  to 
the  Specialized  Common  Carriers 
(SCCs),  through  1974,  amoimt  to  $16,- 
584,000,  while  the  total  revenue  gained 
by  the  SCCs  in  that  period  is  about  $17 
million  (AT&T  Ex.  8,  p.  66).  It  further 
claims  to  have  lost  $7,642,000  to  miscel¬ 
laneous  common  carriers  during  the  pe¬ 
riod  June,  1970-January,  1975  (Id.,  p. 
67). 

266.  Bell  has  also  submitted  an  esti¬ 
mate  of  SCX)  and  dcnnestic  satellite  car¬ 
rier  capacity  by  year -end  1977  (Id.  pp. 
71-76) .  These  estimates  are  based  upon 
OCC  applications  for  construction  and 
operating  authority  at  the  time  Bell  filed 
its  exhibits  (April,  1975),  as  well  as  its 
ow'n  market  estimates  of  the  total  pri¬ 
vate  line  market.  AT&T  concludes  that, 
if  all  proposed  OCC  construction  is  com¬ 
pleted  by  year-end  1977,  the  OCCs  will 
have  the  physical  plant  capacity  of  70- 
105  percent  of  the  estimated  total  Bell 
private  line  market  and  105-165  percent 
of  the  estimated  Bell  private  line  mar¬ 
ket  between  the  cities  expected  to  be 
served  by  the  OCCs.  Bell  estimates  the 
revenue  effect  of  this  OCC  competition, 
by  year-end  1976,  to  be  $159,811,000  in 
private  line  revenues  Bell  would  other¬ 
wise  have  received  but  for  OCC  impact. 

267.  SPCC  disagrees  with  AT&T’s  di¬ 
rect  impact  figures.  It  contends  that  AT 
&T’s  projections  of  losses  of  revenue  to 
the  SCCs  greatly  exceed  actual  SCC  rev¬ 
enue  for  1974  and  1975.  SPCC  predicts 
SCC  revenues  at  substantially  below 
AT&T’s  loss  projections.  SPCC  points  to 
Bell’s  projections  submitted  in  the  Hi-Lo 
proceeding  and  notes  that  the  Commis¬ 
sion  held  these  projections  to  be  consid¬ 
erable  overestimate  of  SCC  impact."® 
For  example,  SPCC  asserts  that  Bell  had 

“»A  recent  development  which  may  alfect 
the  economics  of  the  telecommunications  In¬ 
dustry  Is  our  Report  and  Order  in  Docket 
No.  20097,  Regulatory  Policies  Concerning 
Resale  and  Shared  Use  of  Common  Carrier 
Services  and  Facilities,  FCC  76-641,  released 
July  16,  1976.  The  respondents  in  Docket  No. 
20097  were  given  an  opportunity  to  address 
the  potential  economic  Impact  of  resale  and 
shared  use  on  the  industry,  and  our  find¬ 
ings  in  that  regard  appear  at  paras.  56-62,  66 
and  87  of  that  Order.  Obviously,  there  was 
no  opportunity  for  comments  on  resale  and 
shared  use  to  be  incorporated  into  this  pro¬ 
ceeding,  but  we  shall  treat  any  comments 
submitted  in  a  separate  report. 

“®See  AT&T  (Hi-Lo)  Interim  Decision,  65 
FCC  2d  224  (1976);  Decision,  68  FCC  2d  382 
(1976). 


projected  in  its  Hi-Lo  filing  SCC  revenue 
of  $148  million  by  year -end  1976,  while 
a  later  tariff  filing  contains  forecasts  of 
only  $119  million  in  revenue  for  both  the 
SCCs  and  the  domsat  carriers  in  1977. 

268.  While  the  revenue  losses  projected 
by  Bell  are  close  to  the  total  revenues  of 
the  SCCs,  SPCC  claims  that  22  percent 
of  its  and  MCI’s  revenues  are  paid  to  the 
Bell  Operating  Companies  for  local  dis¬ 
tribution  facilities,  and  that  much  of  the 
OCC  revenue  represents  new  demand, 
SPCC  also  disagrees  that  Bell  has  shown 
any  actual  losses  in  private  line  services 
since  1971.  Rather,  it  contends  that  Bell 
has  increased  its  private  line  toll  reve¬ 
nues  at  an  annual  rate  of  8.2  percent 
since  1971,  but  that  the  increase  in  1975, 
the  year  in  which  the  largest  growth  to 
date  in  SCC  revenues  has  occurred,  was 
8.7  percent  over  1974.  ’The  amount  of 
increase,  SPCC  asserts,  was  more  than 
three  times  the  total  ^C  revenues  for 
the  year.  SCC  revenues  for  Calendar 
Year  1975  were  $34,944,000.  See  para. 
93  supra. 

269.  Our  contractor,  T-fE,  notes  dif¬ 
ficulties  in  analyzing  these  filings,  based 
on  (1)  different  definitions  of  the  time 
periods  used  in  the  studies,  e.g..  Bell  and 
SPCXl  annualize  year-end  December  fig¬ 
ures  while  other  respondents  cite  an¬ 
nual  revenues,  and  (2)  ambiguities  re¬ 
garding  precisely  what  carriers  each  re¬ 
spondent  includes  in  determining  total 
^C  revenues.  The  contractor  concludes, 
however,  that  SCC  1974  revenues,  either 
annual  or  annualized,  were  clearly  far 
less  than  the  projected  loss  of  $75-80 
million  given  in  Bell’s  Hi-Lo  filing  (Dock¬ 
et  No.  19919) ,  being  instead  closer  to  $10 
million. 

270.  Another  difficulty  T+E  suggests  is 
the  failure  of  the  parties  to  present  im¬ 
pact  figures  by  category  of  service.  For 
example,  it  is  difficult  to  analyze  AT&T’s 
1977  projected  impact  figures,  which  ag¬ 
gregate  projected  losses  in  MTS,  WATS 
and  private  line  service.  If  certain  cross¬ 
elasticity  assumptipns  in  Bell’s  filing  are 
foimd  unjustified,  it  is  impossible  to  de¬ 
termine  the  extent  to  which  its  projec¬ 
tions  are  affected  without  disaggregation 
of  the  figures. 

271.  We  cannot  accept  AT&T’s  asser¬ 
tion  that  almost  100  percent  of  OCC  rev¬ 
enue  represents  a  loss  to  the  established 
carriers.  Bell’s  submissions  in  this  regard 
are  internally  contradictory.  First,  it  as¬ 
serts  (in  Ex.  8,  p.  66)  that  it  can  trace 
most  of  the  OCC’s  revenue  to  direct  Bell 
losses  of  private  line  circuits.  No  support 
is  given  for  that  assertion,  and  the  OCC 
revenue  figures  cited  are  not  found  in 
any  reports  filed  with  us  nor  are  they 
justified  in  any  way.  Bell’s  pCC  revenue 
figures  are  apparently  annualized  De¬ 
cember  results  in  the  years  cited,  and 
this  fact  biases  them  upward.  We  also 
agree  with  T-fE  that  analysis  Is  difficult 
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with  Bell  using  annualized  figiu:es  and 
other  carriers  citing  calendar  1974  reve¬ 
nues.  Since  OCC  revenue  for  1974  was 
less  than  $6  million,  based  on  Form  P 
reports  filed  with  us,  the  procedure  AT&T 
used  in  annualizing  its  estimate  of  OCC 
revenue,  $17  million,  is  misleading. 

272.  More  important,  however  Bell  in 
no  way  supports  the  assertion  that  the 
OCCs’  gains  were  direct  circuit  losses  to 
Bell.  Ex.  8  enumerates  the  claimed  di¬ 
rect  circuit  losses  to  the  OCCs,  again 
without  support.  In  fact,  in  two  cases, 
the  number  of  losses  which  Bell  claims 
exceeds  the  number  of  circuits  gained  by 
the  competing  carriers. 

273.  For  year-end  1977,  Bell  predicts 
a  net  revenue  loss  of  $247  million  to  the 
OCCs  from  all  interstate  services  with¬ 
out  the  Hi-Lo  rates.  With  the  Hi-Lo  rates 
in  effect,  the  loss  will  be  reduced  by  $29 
million  (AT&T  Ex.  10,  p.  6) .  Bell  cites  in 
support  of  these  estimates  its  own  fil¬ 
ings  in  Docket  No.  19919,  the  Hi-Lo  cases. 
In  deriving  the  figures,  AT&T  assumed  it 
would  file  no  rate  response  in  order  to 
compete  with  the  OCCs.  However,  the 
competitive  Hi-Lo  rates  were  in  effect 
from  June  13, 1974  until  August  20,  1976, 
when  they  were  replaced  by  a  further 
competitive  response,  the  Multi-Schedule 
Private  Line  (MPL)  rates.“^  Bell  further 
anticipates  that  the  MPL  tariff  will  pro¬ 
duce  increased  revenues  over  the  Hi-Lo 
rates  during  each  of  the  years  1977-79 
(cost  support  data  filed  with  MPL  tariff 
schedules,  April  1976,  Vol.  IV,  pp.  2-1, 
3-1,  4-1). 

274.  Bell’s  projections  of  substantial 
losses  to  the  OCCs  during  the  period 
1974-77  in  the  absence  of  any  competi¬ 
tive  rates  response  are  clearly  unrealis¬ 
tic,  since  Bell  in  fact  filed  two  successive 
competitive  responses,  Hi-Lo  and  MPL. 
Bell  asserts  that  MPL  is  both  a  reason¬ 
able  response  to  competition  by  de-aver¬ 
aging  private  line  rates,  and  is  closer  to 
the  actual  costs  of  providing  service  than 
either  Hi-Lo  or  its  predecessor  tariff 
schedule."®  While  we  take  no  position  re¬ 
garding  the  validity  of  these  contentions, 
our  staff  analysis  indicates  that  the  rate 
levels  within  the  MPL  schedules  are 
largely  competitive  with  those  of  the 
OCCs.^”  Accordingly,  we  cannot  accept 
as  valid  any  estimates  of  losses  to  Bell 


The  MPL  filing  is  presently  under  in¬ 
vestigation  in  our  Docket  No.  20814. 

1“  Material  accompanying  and  associated 
with  AT&T  Transmittal  No.  12546,  filed  April 
19,  1976. 

“»The  MPL  rates  have  been  set  for  inves¬ 
tigation  in  our  Docket  No.  20814,  Memoran¬ 
dum  Opinion  and  Order,  59  FCC  2d  428 
(1976). 


from  OCC  competition  that  do  not  take 
Bell’s  rate  responses,  either  Hi-Lo  or 
MPL,  into  account. 

275.  A  further  Bell  assertion  is  that  the 
OCCs  will  by  the  end  of  1977,  have  sub¬ 
stantial  excess  capacity  and  IJius  will  be 
able  to  absorb  all  of  Bell’s  private  line 
trafiftc.  This  excess  capacity.  Bell  con¬ 
tends,  will  cause  the  C)CCs  to  divert  traf¬ 
fic  from  MTS  and  WATS  in  order  to  fill 
their  systems.  While  we  believe  that 
AT&T  has  overestimated  the  potential 
capacity  of  the  OCCs  (and  would  like  to 
see  the  analysis  of  microwave  and  satel¬ 
lite  applications  which  were  pending  in 
1974  to  which  Bell  refers),  we  disagree 
with  the  unjustified  assiunption  that  any 
excess  capacity  will  be  used  to  divert  bus¬ 
iness  from  MTS  and  WATS.  Discussion 
of  diversion  from  MTS  and  WATS  ap¬ 
pears  below  (paras.  280-302).  Further, 
whether  or  not  excess  capacity  exists  on 
the  OCCs’  systems,  we  believe  that  Bell 
will  retain  the  bulk  of  its  private  line 
business  through  the  use  of  competitive 
price  and  service  responses.  We  have 
encouraged  such  responses  both  in  our 
“Specialized  Ccanmon  Carrier’’  decision, 
29  FCC  2d  870,  915  (1971)  and  in  the 
final  decision  in  Hi-Lo,  58  FCC  2d  262, 
366  (1976). 

276.  Bell  Ex.  10,  which  contains  Bell’s 
impact  estimates  for  1977,  apparently 
attempts  to  take  competitive  responses 
into  accoxmt.  However,  this  exhibit  ap¬ 
pears  to  employ  study  methodology  simi¬ 
lar  to  that  us^  in  Docket  No.  19919  to 
estimate  both  Bell  and  OCC  revenues  for 
1977.  These  methods,  as  used  in  the  Hi- 
Lo  proceeding,  were  found  to  have  pro¬ 
duced  resiilts  which  greatly  underesti¬ 
mated  Bell  revenues  and  overestimated 
CXJC  revenues  and  were  thus  rejected  by 
the  Commission  (55  F(XJ  2d  at  232-3). 
For  example,  the  basis  of  the  computer 
analysis  in  Ex.  10  of  this  proceeding  is 
the  PLIAC  computer  model,  which  was 
found  in  Hi-Lo  to  have  serious  deficien¬ 
cies.  In  addition,  the  estimates  of  1977 
Bell  private  line  revenues  are  consider¬ 
ably  below  those  revenues  actually  at¬ 
tained  in  1975.  While  it  is  not  inconceiv¬ 
able  that  substantial  declines  could  oc¬ 
cur,  it  appears  improbable,  especially 
since  Bell  interstate  private  line  revenues 
for  each  month  in  1976  for  which  we 
have  reports  have  continued  to  increase 
over  the  comparable  1975  period.'**  Fur¬ 
ther,  Bell’s  forecast  of  losses  of  revenues 
to  the  OCCs  in  1977  far  exceed  the  CXJCs’ 
own  predictions  of  the  total  revenues 
they  anticipate  by  that  time.  Finally, 
given  the  present  revenue  levels  and  the 
chronic  difficulties  that  the  OCCs  have 


Reports  filed  monthly  by  the  Bell  Sys¬ 
tem,  January-June  1976. 


had  in  obtaining  even  short  term  financ¬ 
ing,  it  is  inconceivable  that  they  would 
achieve  revenues  approaching  $.5  billion, 
which  would  be  the  minimum  necessary 
to  divert  from  Bell  the  amounts  of  reve¬ 
nue  that  AT&T  predicts.  This  assumes 
no  new  demand,  an  assumption  which, 
as  discussed  in  the  section  on  innovation 
below,  we  cannot  accept. 

277.  We  note  the  recent  bankruptcy  of 
Data  Transmission  Company  (Datran) 
and  cessation  of  all  communications  op¬ 
erations  on  September  15,  1976.'*®  Da- 
tran’s  failure,  we  believe,  provides  fur¬ 
ther  evidence  that  the  OCC  industry  re¬ 
mains  in  the  developmental  stage,  with 
little  direct  impact  on  the  services  of  the 
established  carriers.  While  we  do  not  an¬ 
ticipate  additional  failure  of  OCCs,  we 
are  cognizant  of  the  financial  difficulties 
other  carriers  have  anticipated.  This  is 
further  evidence  that  the  OCCs  will  be 
unable,  in  the  near  future,  to  divert  sub¬ 
stantial  private  line  revenues  from  the 
established  carriers, 

278.  Finally,  we  found  in  oiu*  recent 
Decision  in  Docket  No.  18128  that  the  re¬ 
turn  levels  for  most  of  Bell’s  private  line 
services,  e.g.,  private  line  telephone,  tele¬ 
graph,  audio/radio,  and  television  serv¬ 
ice  classifications,  indicate  that  full  costs 
are  not  being  covered  and  that  these 
services  are  being  subsidized  by  users  of 
other  services.  Accordingly,  return  levels 
for  these  services  are  to  be  increased. 
Therefore,  as  with  terminal  equipment 
that  is  priced  below  costs,  the  loss  of  pri¬ 
vate  line  service  to  competitors  will  mit¬ 
igate  this  cross-subsidization  and  will 
lower  the  revenue  requirements  of  other 
services.  Figure  3  illustrates  the  rates  of 
return  earned  by  various  Bell  services 
during  several  recent  years.  Note  that 
most  private  line  services  are  earning 
considerably  lower  returns  than  MTS 
or  WATS. 

279.  From  this  analysis,  we  find  that 
the  direct  impact  of  the  OCCs  on  the 
private  line  services  of  established  car¬ 
riers  has  been  insubstantial.  We  fur¬ 
ther  find  that  analysis  of  the  historical 
growth  of  the  OCCs,  the  financial  dif¬ 
ficulties  being  experienced  within  the 
industry,  and  the  competitive  rate  re¬ 
sponses  of  the  established  carriers  re¬ 
sult  in  the  conclusion  that  the  CXJCs’  im¬ 
pact  on  private  line  revenues  will  be  far 
less  than  AT&T  has  estimated  and  insuf¬ 
ficient  to  have  a  substantial  impact  on 
the  revenues  of  the  established  carriers. 


'“Sec  Order  and  Certificate,  FCC  76-809, 
released  August  27, 1976,  in  which  we  granted 
Datran’s  applications  to  discontinue  service, 
conditioned  upon  giving  customers  a  rea¬ 
sonable  period  of  time,  until  September  15, 
to  find  alternative  services  to  meet  their 
communications  needs. 
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2.  Decline  in  MTS  and  WATS  Volume 
and  Revenue  Decrease  in  Interstate  Rev¬ 
enue  Pool.  280.  These  issues  concern  the 
potential  indirect  loss  of  MTS  and  WATS 
traflBc  and  revenues  as  a  result  of  OCCs’ 
offering  of  services  which  are  alterna¬ 
tives  to  MTS  and  WATS.  Pursuant  to 
separations  procedures,”''  toll  interstate 
MTC  and  WATS  are  placed  into  the  in¬ 
terstate  revenue  pool  which  is  then  al¬ 
located,  by  a  formula,  to  interstate  and 
intrastate  plant  categories.'*'  Under  this 
formula,  a  portion  of  local  telephone  fa¬ 
cilities  is  designated  as  interstate  plant 
and  the  costs  are  allocated  to  interstate 
services.  Part  of  the  interstate  revenues 

Separations  procedures  are  detailed  at 
paras.  79-85  above. 

^  Under  separations  procedures,  private 
line  revenues  enter  the  revenue  pool  but,  for 
the  most  part,  are  specifically  allocated  ac¬ 
cording  to  the  facilities  used  and  are  not 
separated  under  the  formula. 


are  returned  to  local  operating  telephone 
companies  (both  Bell  System  and  Inde¬ 
pendent)  to  cover  such  costs.  Accord¬ 
ingly,  if  MTS  and  WATS  interstate  reve¬ 
nues  decline,  the  revenues  in  the  pool 
available  for  settlements  and  divisions 
of  revenues  with  local  telephone  compa¬ 
nies  will  also  decline.  Unless  there  were 
a  countervailing  decrease  in  revenue  re¬ 
quirements  or  offsetting  revenues  derived 
from  the  leasing  of  facilities  to  the  OCCs. 
the  operating  companies  would  suffer  a 
shortfall  which  would  have  to  be  made 
up  through  increases  in  rates  for  intra¬ 
state  services.  There  are  considerable 
differences  among  the  respondents  as  to 
what  effect,  if  any,  OCC  competition  will 
have  on  separations  and  mtrastate  reve¬ 
nue  requirements. 

281.  Continental  Telephone  Company 
(CTC) ,  for  example,  which  has  few  large 
business  customers  and  therefore  antici¬ 
pates  little  direct  private  line  losses  to 


the  OCCs,  projects  settlements  losses  to¬ 
talling  $7.8  million  in  1980.  CTC  also 
predicts  its  own  total  revenues  in  1980 
as  being  $861  million  of  which  $567  mil¬ 
lion  are  toll  settlements. 

282.  Bell  alleges  it  will  lose  substan¬ 
tial  MTS  and  WATS  revenues  as  a  re¬ 
sult  of  cross-elastic  effects  with  OCC 
services.  By  year-end  1976,  such  losses, 
AT&T  projects,  will  be  $50,092,000.  Bell 
also  expects  some  MTS/WATS  revenue 
decreases  as  a  result  of  its  own  competi¬ 
tive  private  line  response,  MPL,  by  1979. 
In  support  of  its  allegations  of  cross¬ 
elastic  losses,  Bell  submits  a  study  of 
MTS  revenue  from  customers  in  the  St. 
Louis-Chicago  corridor,  an  area  with  a 
high  penetration  of  SCC  private  line 
services.  The  results  of  this  study  show 
an  immediate  reduction  in  MTS  reve¬ 
nues  of  about  25  percent  following  a 
subscriber’s  shift  to  SCC  services.  MTS 
revenue  losses  gradually  decrease  until 
the  rate  of  growth  of  such  revenue  be¬ 
comes  positive  after  27  months.  The  base 
used  is  the  average  MTS  billing  prior  to 
subscription  to  the  SCC  services.  Bell 
does  not  support  its  allegations  with  any 
work  papers  or  other  documentation  of 
the  figures  presented.  Further,  Bell  did 
not  submit  similar  data  concerning  the 
impact  on  MTS  billing  when  an  MTS 
customer  switches  to  a  Bell  private  line 
service — data  which  are  essential  to  a 
determination  of  any  net  or  comparative 
effect  of  SCC  competition. 

283.  In  its  filing,  NARUC  contends 
that  there  will  be  considerable  diversion 
of  MTS  and  WATS  traffic  to  private  line 
services  offered  by  both  the  OCCs  and 
AT&T  as  a  result  of  Bell  pricing  respon¬ 
ses  to  competition  (e.g.,  Hi-Lo  and 
MPL).  It  asserts  that  the  most  signifi¬ 
cant  diversion,  in  terms  of  loss  of  reve¬ 
nues  under  separations  procedures,  will 
be  that  gained  by  Bell,  and  NARUC 
calls  for  changes  to  be  made  to  the  sep¬ 
arations  procedures  in  order  to  mitigate 
some  of  the  impact  on  the  intrastate 
services.  NARUC  cites  AT&T’s  study  of 
Chicago-St.  Louis  MTS  losses  as  the  only 
support  of  its  diversion  estimates.  As  a 
result,  it  contends,  the  subscriber  line 
usage  factor  in  the  separations  formula 
will  stop  its  historic  growth  by  1978,  and 
potential  revenues  accruing  to  the  States 
under  the  formula  will  decline  by  $390 
million  annually  by  1980  and  $890  mil¬ 
lion  annually  by  1984. 

284.  We  cannot  accept  the  conclusions 
reached  in  the  Bell  Chicago-St.  Louis 
MTS  loss  study.  Besides  the  fact  that 
no  work  papers  were  submitted  to  justify 
the  study  it  appears  that  the  conclusions 
are  inconsistent  with  Bell’s  other  claims 
that  most  OCC  circuit  gains  represent 
direct  private  line  circuit  losses  to  Bell. 
If  a  Bell  private  line  customer  replaced 
his  existing  private  lines  with  compar¬ 
able  services  secured  from  another  car¬ 
rier,  it  is  inconceivable  that  the  claimed 
MTS  losses  would  have  occurred.  Even 
Bell’s  filing  itself  is  unclear,  as  it  cannot 
be  ascertained  whether  the  claimed  MTS 
losses  among  customers  in  the  St.  Louis- 
Chicago  corridor  refer  only  to  calls  made 
to  other  points  in  this  corridor  or 
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whether  they  refer  to  all  MTS  interstate 
calls  which  would  have  been  placed  by 
the  see  customers. 

285.  NARUe  asserts,  however,  that 
the  effect  on  the  local  exchange  rate¬ 
payer  will  be  equal  whether  losses  of 
MTS  or  WATS  traffic  are  at  the  expense 
of  Bell  of  the  Oees.  It  asserts  that  the 
competitive  responses  of  AT&T,  such  as 
Hi-Lo  and  MPL,  will  be  major  factors 
promoting  diversion  of  MTS  traffic  to  pri¬ 
vate  line.  However,  when  NARUC  sup¬ 
plies  figures  as  to  the  amount  of  the  pro¬ 
jected  impact,  it  provides  no  documenta¬ 
tion.  Without  any  justification  NARUC 
assumes  that  the  interstate  MTS/WATS 
usage  factor,  which  has  risen  each  year 
for  some  time,  will  cease  increasing.  Pro¬ 
jecting  historical  increases  to  1984,  it 
derives  substantial  impact  figures  on  in¬ 
trastate  services.  However,  it  is  not  made 
clear  what  studies  NARUC  used  to  pro¬ 
ject  the  substantial  increase  in  private 
line  services,  at  the  expense  of  MTS, 
which  are  necessary  to  accomplish  the 
expected  result.  Further,  even  Bell’s 
projections  filed  with  the  Hi-Lo  and 
MPL“*  tariffs  do  not  project  that  the 
responsive  rate  filings  will  have  substan¬ 
tial  impact  upon  MTS  and  WATS  during 
the  three-year  projection  period  con¬ 
tained  in  the  support  data. 

286.  While  we  cannot  accept  NARUC’s 
figures  on  losses  of  MTS  and  WATS  traf¬ 
fic,  we  agree  that  any  loss  of  MTS  or 
WATS  traffic  to  private  line  services  will 
impact  local  service  ratepayers  in  much 
the  same  way  if  the  losses  are  to  Bell  as 
if  they  are  to  the  OCCs.  We  cannot  fore¬ 
see  this  occurring,  but  we  shall  continue 
to  scrutinize  private  line  service  filings 
of  all  carriers  to  make  certain  that  the 
offerings  are  not  in  fact  MTS  or  WATS. 

287.  One  of  the  principal  filings  on 
this  subject  is  a  study  conducted  by  Sys¬ 
tems  Applications,  Inc,  (SAD  for  USITA. 
While  predicting  a  negligible  direct  im¬ 
pact  on  the  independents  as  a  result  of 
losses  of  services  to  the  (X!Cs,  SAI  anti¬ 
cipates  a  highly  significant  negative  im¬ 
pact  from  settlement  losses,  beginning  in 
1979  and  continuing  to  rise  through  the 
study  period  (ending  in  1985) .  It  expects 
OCC  shares  of  the  total  interstate  tele¬ 
communications  market  to  rise  from  0.1 
percent  in  1976  to  1.12  percent  in  1979, 
4.80  percent  in  1982  and  10  percent  by 
1985,  under  SAI’s  “base  case”  scenario, 
which  constitutes  the  bulk  of  the  filing. 
SAT  projects  that  the  total  effect  of 
private  line  competition  by  1985  will  be 
a  $1,758  billion  reduction  in  independent 
telephone  company  revenues,  as  com¬ 
pared  with  SAI’s  forecast  of  such  reve¬ 
nues  absent  competition. 

288.  SATs  study  is  criticized  in  a  filing 
by  SPCC,  which  attacks  many  of  its  ba¬ 
sic  assumptions  as  allegedly  unsupported 
or  impossible  of  fulfillment.  For  example, 
SAI’s  projection  that  the  OCCs  will  at¬ 
tain  a  10  percent  market  share  by  1985, 
SPCC  claims,  its  entirely  unsupported.  It 
asserts  that  achievement  of  this  market 


iM  Transmittal  No.  11891,  filed  November 
15, 1973. 

'"Transmittal  No.  12546,  filed  April  19, 
1976. 
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share  would  require  a  compound  growth 
rate  of  25-32  percent  for  the  SCCs  and 
domestic  satellite  carriers  for  a  period  of 
10  years.  It  argues  that  even  a  tripling 
of  plant  by  1985  Is  unlikely,  especially  in 
terms  of  announced  satellite  capacity 
plans  of  the  domsat  carriers.  Taking  into 
account  the  announced  capacities  of 
Western  Union,  RCA  American  Com¬ 
munications,  Inc.  and  Satellite  Business 
Systems,  the  three  nontelephone  carriers 
who  have  laimched  or  applied  to  launch 
domestic  communications  satellites,-™* 
SPCC  asserts  that  the  terrestrial  OCCs 
must  grow  at  a  compound  rate  of  48  per¬ 
cent  in  order  to  achieve  the  predicted 
market  share  by  1985. 

289.  In  its  review  of  the  SAI  study,  the 
firm  we  have  retained  to  analyze  the 
Docket  20003  filings  (T+E)  criticized 
several  of  SAI’s  assumptions  underlying 
the  study  (See  paras.  139  to  148  above, 
and  Review  of  Additional  Submissions 
in  Appendix  B  hereto).  First,  T-f-E  ex¬ 
amined  at  length  the  elasticity  of  de¬ 
mand  for  composite  toll  services  that  is 
used  in  the  study.  From  its  analysis,  T-t-E 
concludes  that  the  figure  SAI  used,  —0.8, 
as  the  elasticity  estimate  represents  the 
short  run  price  elasticity.  Because  of  the 
time  frame  (10  years)  of  SAI’s  study, 
T+E  concludes  that  the  use  of  short  run 
price  elasticity  is  improper  and  the 
proper  figure  is  the  long  run  price  elas¬ 
ticity,  which  it  calculates  to  be  —1.022, 
or  25  percent  higher  than  the  short  nm 
figure.  The  impact  of  this  error  alone, 
T+E  calculates,  reduces  the  contribution 
loss  projections  of  SAI  from  OCC  compe¬ 
tition  by  50  percent  in  1985, 

290.  T+E  also  disputes  SAI’s  use  of 
“board-to-board”  cost,  the  procedure  in 
effect  prior  to  the  advent  of  jurisdic¬ 
tional  separations  procedures,  as  the  fioor 
to  which  toll  rates  will  decline.  SAI  ar¬ 
gues  that  MTS  rates  will  drop  if  SCCs 
are  not  required  to  bear  any  of  the  joint 
and  common  costs  that  MTS  and  WATS 
bear  (these  are  the  procedures  followed 
prior  to  the  1947  Separations  Manual). 
We  agree  with  T+E  that  this  is  extremely 
unlikely,  both  from  a  policy  standpoint 
and  from  the  point  of  view  of  legal  prec¬ 
edent.  We  agree  with  T+E  criticisms  of 
the  underlying  assumptions  and  result¬ 
ant  conclusions  contained  in  the  SAI 
study.  In  addition,  we  note  several  more 
discrepancies  concerning  which  we,  the 
responsible  regulatory  agency,  have  in¬ 
formation  not  readily  available  to  T+E  in 
its  review.  First,  we  find  that  SAI’s  basis 
for  projecting  that  the  OCCs’  share  of 
the  total  long  distance  communications 
market  (including  MTS  and  WATS) 
could  reach  10  percent  by  1985  is  totally 
devoid  of  logical  or  factual  grounds.  SAI 
cites  its  “expert  opinion”  as  the  primary 
source  of  this  assumption,  however  it 
apparently  relies  on  underlying  assump¬ 
tions  that  this  Commission  will  allow 
OCC’s  to  offer  services  which  are  either 
direct  alternatives  to,  or  highly  cross- 


="  Although  Comsat  General  Corporation 
has  two  satellites  In  service  and  has  applied 
for  authorization  to  launch  a  third,  the  en¬ 
tire  capacity  of  these  satellites  Is  leased  to 
AT&T  and  GTE  Service  Corporation. 
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elastic  with,  MTS  and  WATS  (see  Final 
Report,  pp.  III-19,  23,  28-34). 

291.  The  pcfficy  of  this  Commission  on 
this  subject  has  been  clearly  stated  and 
adhered  to,  both  in  the  “Specialized 
Common  Carrier”  decision,  supra,  and  in 
recent  decisions  regarding  specific  tar¬ 
iffed  services  (see  Decision  in  “MCI  Tele¬ 
communications  Corporation  (Execu- 
net)  ”,  released  July  13, 1976,  FCC  76-622, 

paras.  33-51, _ FCC  2d _ ; see 

also  the  Commission’s  prior  decision  in 
this  matter,  FCC  75-799,  released  July  2, 
1975,  taken  more  than  6  months  prior  to 
the  date  of  the  SAI  report).  OCCs  are 
and  will  continue  to  be  limited  to  the 
provision  of  private  line  services,  and  will 
not  be  permitted  to  offer  services  which 
are  essentially  MTS  or  WATS  substitutes. 

292.  Accordingly,  we  must  reject  SAI’s 
assumption  that  the  OCXJs’  services  will 
compete  directly  with  MTS  and  WATS. 
We  therefore  can  see  no  justification  for 
SAI’s  projection  that  the  rates  for  these 
services  will  be  substantially  reduced  in 
the  period  1979-1985  in  order  to  retain 
customers.  Thus,  the  impact  of  OCC 
competition  will  have  little  impact  on 
the  market  for  MTS  and  WATS,  which 
together  accounts  for  about  90  percent 
of  Bell’s  interstate  revenues.  For  similar 
reasons,  we  find  that  SAI’s  assumptions 
regarding  a  return  to  “board  to  board” 
separations  (see  Final  Report,  pp.  IH- 
26-28)  are  also  without  foundation.  This 
Commission  is  in  complete  agreement 
with  the  principle  set  forth  in  “Smith 
V.  Illinois  Bell  Telephone  Company,”  282 
U.S.  133  (1930) ,  and  embodied  in  present 
jurisdictional  separation  procedures 
jointly  adopted  by  ourselves,  NARUC, 
and  the  telephone  industry  that  a  por¬ 
tion  of  local  facility  costs  should  be  cov¬ 
ered  by  interstate  revenues,  based  on 
relative  use  or  cost  causation. 

293.  USITA  projects  that  changes  to 
these  jurisdictional  separations  proce- 
dmes  will  be  made  in  the  next  few  years, 
the  effect  of  which  will  be  to  reduce 
substantially — or  elinfinate  entirely — the 
portion  of  local  plant  costs  which  must 
be  covered  by  interstate  revenues.  We 
can  find  no  foimdation  for  USITA ’s  as¬ 
sumption.  We  agree,  that  there  may  well 
be  future  changes  in  separations  pro¬ 
cedures,  as  there  have  been  in  the  past. 
Indeed,  we  believe  that  some  changes 
may  be  appropriate  in  the  present  com¬ 
petitive  environment,  and  are  prepared 
to  address  this  question  forthwith.  How¬ 
ever,  any  such  changes  are  likely  to  give 
more — not  less — recognition  to  the  role 
of  local  facilities  in  the  provision  of  in¬ 
terstate  services. 

294.  Finally,  we  disagree  with  SAI’s 
“base  case”  projection  of  an  OCC  10  per¬ 
cent  total  market  share  by  1985  on  the 
additional  ground  that  it  is  inconceiv¬ 
able  that  the  OCCs  would  be  able  to  raise 
the  funds  necessary  to  reach  the  level 
of  plant  investment  to  enable  them  to 
attain  a  10  percent  shai*e.  SPCC,  in  its 


Ml  Our  Decision  is  presently  under  stay  and 
appeal  before  the  United  States  Court  of 
Appeals  for  the  District  of  Columbia  "sub 
nom  MCI  Telecommunications  (Corporation 
V.  FCC,”  Case  No.  75-1635. 
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First  Supplemental  Response  herein,  as¬ 
serts  that  the  OCCs  would  have  to 
achieve  a  25-46  percent  compound  an¬ 
nual  rate  of  growth.  We  agree  that  this 
rate  is  beyond  the  capabilities  of  the 
industry. 

295.  In  an  analysis  made  by  the  Com¬ 
mon  Carrier  Bureau  attached  to  a  letter 
dated  May  25,  1976,  to  the  Chairman, 
House  Communications  Subcommittee 
(Mimeo  No.  65570),  the  Bureau,  inter 
alia,  concluded  that  general  communica¬ 
tions  industry  experience  was  that  $3.20 
in  investment  is  required  to  produce  $1 
in  annual  revenues.  If  this  is  projected  to 
the  OCC  industry,  the  Bureau  concluded 
that  the  compound  growth  rate  to  1985 
must  be  60  percent  in  order  to  achieve 
a  10  percent  market  share. 

296.  SAI  commented  on  this  analysis 
in  a  letter  dated  July  1, 1976  to  the  Chief, 
Common  Carrier  Bureau.  At  the  request 
of  USITA,  this  letter  has  been  made  part 
of  the  record  of  this  proceeding.  SAI  con¬ 
tends  that  the  amount  of  investment 
necessary  to  produce  $1.00  of  revenue  is 
not  the  $3.20  used  by  the  Bureau  but 
rather  $1.00.  Further,  SAI  asserts  that 
the  growth  rates  necessary  to  achieve  a 
10  percent  share  are  realistic  and  have 
been  achieved  by  other  companies  and 
industries,  such  as  Xerox,  international 
satellite  communications,  Polaroid,  and 
the  Japanese  automobile  Industry  sales 
to  the  U.S. 

297.  We  are  not  persuaded  that  SAI’s 
contention  r^arding  the  ratio  of  reve¬ 
nues  to  investment  is  a  more  likely  figure 
for  the  OCCs  than  that  which  currently 
prevails  in  the  telephone  industry.  Cer¬ 
tainly  the  present  financial  reports  of 
the  OCC’s  would  not  support  the  SAI 
\iew  (see,  e.g.,  para.  93,  supra).  More¬ 
over,  we  find  little  similarity  between  the 
industries  cited  by  SAI  as  capable  of  high 
growth  rates  and  the  OCC  industry. 

298.  Most  of  the  industries  SAI  men¬ 
tions  are  not  involved  in  highly  capital 
intensive  businesses  and  have  not  ex¬ 
perienced  the  financing  difficulties  faced 
by  many  of  the  OCCs.  Some,  such  as 
Xerox,  Polaroid,  and  international  satel¬ 
lite  commimications,  were  the  sole  and 
immediate  beneficiaries  of  major  tech¬ 
nological  breakthroughs  unlike  any 
available  to  the  OCC  industry.  In  the 
case  of  international  satellite  communi¬ 
cations,  this  was  further  enhanced  by 
governmental  actions  which  established 
a  protected  monopoly  and  provided  con¬ 
siderable  assistance  in  extending  this  into 
the  International  arena  and  guarantee¬ 
ing  customers  for  the  resulting  enter¬ 
prise.  And  the  sale  of  Japanese  automo¬ 
biles  in  the  U.S.  is  hardly  a  relevant 
comparison,  due  not  only  to  the  different 
type  of  commercial  activities  involved 
but  also  to  the  totally  different  policy 
and  regulatory  environment  encountered. 

299.  Accordingly,  whether  the  needed 
investment  is  closer  to  the  Bureau’s  fig¬ 
ures  or  to  those  supplied  by  SAI,  we  find 
it  unrealistic,  based  upon  the  present  fi¬ 
nancial  condition  of  the  OCCs  and  their 
projected  investment,  to  expect  them  to 
be  capable  of  achieving  the  investment 
levels  necessary  to  attain  a  10  percent 
share  by  1985.  The  conclusion  developed 


below  of  significantly  less  than  a  2  per¬ 
cent  share  appears  far  more  appropri¬ 
ate.  Much  of  this  share,  we  find,  will  be 
made  up  of  new  demand  rather  than  di¬ 
version  from  the  telephone  carriers,  and 
much  of  it  will  be  returned  to  the  tele¬ 
phone  companies  in  payment  for  facili¬ 
ties. 

300.  While  the  diversion  of  10  percent 
of  the  total  toll  market  is  SAI’s  “base 
case”  scenario  of  the  OCC’s  impact  by 
1985,  its  study  does  include  a  “sharper 
boimdaries”  scenario  which  assumes  that 
we  will  enforce  a  clear  distinction  be¬ 
tween  private  line  and  MTS  services,  an 
assumption  which  we  believe  is  quite 
realistic.  Under  this  scenario,  SAI  pro¬ 
jects  a  total  <X?C  impact  of  2  percent  of 
the  composite  toll  market  by  1985.  How¬ 
ever,  even  this  assumes  that  the  OCCs 
wUl  achieve  a  50  percent  share  of  the 
private  line  market  and  50  percent  of  the 
WATS  market,  and  the  authors  of  the 
study  admit  that  such  de^  penetration 
is  “considered  by  SAI  as  most  unlikely.” 
(Final  Report,  p.  V-9).  We  concur  with 
the  belief  that  such  penetrations  are  ex¬ 
ceedingly  unlikely.  ’Thus,  if  the  assump¬ 
tions  underlying  SAI’s  “base  case” 
scenario  are  found  xmjustified,  and  SAI 
Itself  agrees  that  the  projected  penetra¬ 
tion  levels  under  its  “sharper  boimd¬ 
aries”  scenario  are  unlikely,  one  is  left 
with  the  conclusion  that  the  potential 
CXJC  impact  by  1985  is  substantially  less 
than  2  percent  of  the  composite  toll 
market. 

301.  Finally,  all  the  Impact  studies  ap¬ 
pear  to  lETnore  the  fact  that  most  local 
facilities  used  to  extend  services  from 
OCC  ofBces  to  the  customers’  premises 
will  be  secured  from  local  Bell  or  inde¬ 
pendent  operating  companies.  The  cost  of 
these  facilities  will  be  direct  payments  to 
these  companies.  Furthermore,  an  in¬ 
creasing  number  of  OCCs  will  secure  all 
or  part  of  their  intercity  facilities  from 
the  telephone  companies.  If,  as  we  antic¬ 
ipate,  the  OCC’s  diversion  from  existing 
telephone  company  services  is  insignifi¬ 
cant  and  the  bulk  of  their  services  con¬ 
stitute  new  demand.  Bell  and  the  inde¬ 
pendents  will  be  better  off  financially  as 
a  result  of  OCC  entry. 

302.  In  summary,  the  diversion  of  rev¬ 
enues  from  MTS  and  WA’TS  has  been  in¬ 
significant  to  date  and  we  anticipate  no 
substantial  traflBc  and  revenue  loss  from 
these  services  to  the  OCCs  in  the  future. 
As  a  result,  we  find  that  the  revenue 
losses  to  Bell  and  the  independent  tele¬ 
phone  companies  from  separations  ef¬ 
fects  will  be  only  minor  and  will  not  re¬ 
quire  any  significant  adjustments  in  the 
rates  charged  for  local  telephone  serv¬ 
ices.  Since  our  policies  are  that  OCCs 
are  permitted  to  offer  only  prviate  line 
services,  we  expect  the  OCCs  to  develop 
such  new  private  line  services  as  will 
meet  otherwise  unmet  needs,  thus  stim¬ 
ulating  new  demand  to  the  advantage  of 
both  the  established  canders  and  the 
OCCs. 

3.  AdjiLstments  in  MTS/WATS  Rates. 
303.  AT&T,  Continental  and  others  assert 
that  losses  to  the  <X!Cs  will  cause  a  de¬ 
crease  in  overall  revenue,  with  revenue 
requirements  declining  far  less  than  the 


decrease  in  associated  costs.  In  order  for 
AT&T  to  earn  its  prescribed  rate  of  re¬ 
turn,  they  claim,  MTS  rates  must  in¬ 
crease,  and  thus  usage  will  decline.  This 
situation  will  raise  the  cost  of  service 
and  cause  a  reduction  in  revenues  for  the 
local  Bell  and  Independent  operating 
companies,  based  on  separations  pro¬ 
cedures,  they  contend.  On  the  other  hand, 
USITA  asserts  that  MTS  rates  will  be 
reduced  in  order  to  compete  with  OCC 
services  that  are  highly  cross-elastic  with 
MTS.  ’The  SAI  study  contemplates  that 
OCC  services  will  directly  replace  MTS 
for  many  customers,  and  that  Bell  can 
retain  a  share  of  the  MTS  traffic  only  by 
reducing  its  rates. 

304.  We  disagree  that  either  alleged 
major  effect  will  occur.  First,  in  regard  to 
MTC  rate  increases,  private  line  revenues 
represent  only  about  10  percent  of  Bell’s 
overall  revenue.  ’Thus  the  loss  of  even  a 
large  portion  of  private  line  traffic  would 
cause  only  minor  overall  shortfalls  in 
revenues  and  thus  necessitate  only  minor 
MTS  rate  adjustments.  Second,  most  of 
the  inter-exchange  plant  used  for  private 
line  services  can  be  put  into  use  for  other 
Bell  services,  such  as  MTS  and  WA’TS. 
Thus,  even  if  plant  should  become  idle,  it 
will  be  only  a  short  time  until  it  woiild 
be  utilized  for  other  services.  Third,  al¬ 
though  we  anticipate  no  significant  in¬ 
creases  in  MTS  rates  as  a  result  of  com¬ 
petition.  we  have  no  information  which 
would  indicate  that  small  increases  would 
have  any  effect  on  MTS  usage.  Bell’s  con¬ 
tention  that  usage  would  decrease  is  not 
justified  by  elasticity  of  demand  studies 
or  any  other  material.  If  usage  remains 
constant,  small  changes  in  MTS  rates 
would  not  significantly  affect  the  revenue 
requirements  for  other  services.  Without 
appropriate,  documented  studies,  we  can¬ 
not  make  any  firm  findings. 

305.  In  contrast  to  these  allegations, 
USITA’s  submission  assumes  that  OCC 
services  will  be  so  cross-elastic  with 
MTS  that  Bell  will  be  forced  to  lower 
MTS  rates  substantially  in  order  to  com¬ 
pete.  As  discussed  above,  this  premise  ig¬ 
nores  both  the  “Specialized  Common 
Carrier”  decision  and  our  initial  rejec¬ 
tion  of  Execimet,  which  preceded  sub¬ 
mission  of  the  study. 

306.  Accordingly,  we  find  that  there  is 
no  justification  for  the  assertion  that 
MTS  rates  will  be  Increased  substantially 
to  make  up  for  an  Interstate  revenue  re¬ 
quirement  shortfall  caused  by  OCC  com¬ 
petition.  We  further  find  that  any  small 
increases  which  might  be  required  will 
not  cause  any  more  than  a  minor  de¬ 
cline  in  usage.  Finally,  since  the  OCCs’ 
services  are  not  and  will  not  be  highly 
cross-elastic  with  MTS,  we  find  no  justi¬ 
fication  for  substantial  competitive  re¬ 
ductions  in  MTS  rates. 

4.  Economies  of  Scale.  306.  The  ques¬ 
tion  of  economies  of  scale  determines, 
in  part,  whether  the  loss  of  private  line 
traffic  has  any  direct  effect  on  the  unit 
cost  of  the  MTS  and  WATS  interex¬ 
change  facilities.  If  economies  of  scale 
exist,  the  loss  of  any  traffic  will  increase 
the  long  run  cost  of  facilities  still  in  use. 
AT&T  has  submitted  econometric  studies 
which  purport  to  demonstrate  that  econ- 
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omies  of  scale  exist  in  long-haul  distribu¬ 
tion  facilities  to  the  extent  that  the  loss 
of  any  appreciable  volume  of  interstate 
traffic  will  raise  the  luiit  cost  of  services 
csuTied  on  these  facilities,  and  ultimately 
the  rates  to  the  users  of  all  Bell  services. 
An  SAI  study  submitted  by  OTP  con¬ 
cludes  that  some  economies  of  scale  ex¬ 
ist,  based  upon  a  complex  econcmietric 
analysis.  In  the  OTP  Study,  facilities  are 
compared  for  unit  service  cost  at  capac¬ 
ity,  rather  than  at  actual  experienced 
fills.  MCI  and  SPCC  disagree  with  these 
analyses  of  scale  economies,  claiming 
that  the  small  losses  of  private  line  and 
MTS/WATS  traffic  from  Bell  to  the 
OCCs  will  have  an  insignificant  effect 
on  imit  costs  and  will  be  offset  by  overall 
demand  increases.  They  further  allege 
that  the  rates  for  such  services  will  con¬ 
tinue  to  be  lower  on  their  facilities  than 
on  Bell’s. 

307.  AT&T’s  contentions  regarding 
economies  of  scale  underlie,  in  part. 
Bell’s  Fourth  Supplemental  Response  in 
this  proceeding,  in  which  Ben  asserts 
that  the  cost  per  imit  of  multiple  inter¬ 
city  networks  exceeds  that  of  a  single 
Intercity  facility  supplier.  The  study  con¬ 
cludes  that,  if  Bell  provided  all  private 
line  services  during  the  study  period, 
1971-1991,  it  could  supply  an  estimated 
14  percent  increase  in  total  circuit  miles 
of  demand  with  only  an  8  percent  in¬ 
crease  in  costs.  If  all  private  line  services 
were  operated  by  other  suppliers,  how¬ 
ever,  Bell  claims  that  the  tot^  cost  of  the 
f acuities  would  increase  by  16  percent. 
The  dollar  amount  of  this  16  percent  in¬ 
crease,  discounted  to  1971  value,  is  $1 
biUion.  We  are  unable  to  determine  the 
source  of  these  assertions,  as  Bell  sub¬ 
mitted  no  work  papers  or  other  docu¬ 
mentation. 

308.  Basically,  economies  of  scale  ex¬ 
ist  when  long-inm  increases  in  voliune 
produce  declining  unit  costs.  The  term 
does  not  refer  to  short-run  efficiencies 
which  may  be  realized  when  the  fill  on 
existing  plant  in  place  is  increased.  Thus, 
if  Bell’s  premises  concerning  economies 
of  scale  are  accepted,  thp  loss  of  signifi¬ 
cant  private  line  or  MTS  traffic  as  a  re¬ 
sult  of  competition  wUl  cause  long-nm 
increases  in  unit  costs  to  remaining 
subscribers.  As  a  result  of  the  aUeged 
economies  of  scale.  Bell  asserts  that  all 
ite  intercity  services  are  collectively  a 
natural  monopoly. 

309.  First,  it  should  be  pointed  out 
that  if  Bell’s  assumptions  were  correct, 
it  w'ould  be  the  lowest  cost  can’ier  for 
all  its  intercity  services.  Thus,  if  Bell 
priced  its  services  on  the  basis  of  cost, 
the  competitors  will  either  be  forced  to 
price  at  a  higher  rate  or  would  take  losses 
on  operations.  WhUe  a  new  carrier  might 
operate  at  a  loss  during  the  first  few 
years  of  operation,  it  must  ultimately 
earn  a  reasonable  rate  of  return  on  all 
services  provided  in  order  to  remain  in 
business.  Rates  will  then  be  set  at  levels 
designed  to  yield  such  returns.  If  Bell  Is 
the  lowest-priced  carrier,  it  will  be  able 
to  undercut  the  competition  and  will  se¬ 
cure  virtually  all  of  the  private  line  mar¬ 
ket.  This  reasoning  also  applies  to  the 
“cream-skimming”  argiunent  advanced 


by  the  telephone  Industry.  According  to 
this  argument,  the  conu>etitors  are  seek¬ 
ing  only  to  serve  the  high  volume  inter¬ 
city  routes,  leaving  the  telephone  Indus- 
ti7  to  serve  the  remaining,  less  profitable 
routes.  But  If  economies  of  scale  exist, 
they  will  be  most  significant  on  these 
same  high  volume  routes.  Thus,  the  tele¬ 
phone  industry — ^with  its  large  base  of 
MTS  traffic  over  such  routes — will  easily 
be  able  to  imderprice  its  competitors  (le¬ 
gitimately)  on  such  routes.  We  have 
made  it  abundant^  clear  that  such 
route-by-route  pricing  of  competitive 
services  is  acceptable,  provided  it  is  cost- 
justified. 

310.  On  the  other  hand,  if  such  econo¬ 
mies  of  scale  as  alleged  by  Bell  do  not 
exist,  and  Bell  is  not  the  lowest-cost  car¬ 
rier  for  priv  ,te  line  services,  it  is  in  the 
public  interest  for  users  of  private  line 
services  to  reap  the  benefits  of  whatever 
cost  savings  the  emerging  carriers  can 
realize,  since  the  competition  will  then 
not,  by  definition,  cause  Bell  to  incur  an 
increase  in  unit  cost  to  its  remaining 
subscribers. 

311.  Having  said  that,  we  turn  to  the 
studies.  Hie  filings  in  this  area  are 
lengrthy,  largely  consisting  of  technical, 
econometric  and  engineering  models, 
often,  without  the  needed  material  to  de¬ 
termine  their  validity.  Our  contractor, 
T+E,  has,  we  believed,  accurately  anal¬ 
yzed  these  submissions  on  economies  of 
scale  (see  Appendix  B,  Deliverable  B,  pp. 
103-121)  and  in  general,  we  adopt  their 
conclusions,  T+E  correctly  observed  that 
the  short  run  reductions  in  cost  which 
accompany  increased  utilization  (“re- 
tm’ns-to-fill”)  are  unrelated  to  long  run 
returns  to  scale.  Economies  of  scale  exist 
only  if  the  life  cycle  cost  of  a  unit  of  out¬ 
put  of  larger  systems  is  less  than  that  of 
smaller  systems  and  if  the  demand  is  too 
small  to  sustain  multiple  systems  of  most 
efficient  scale.  The  studies  failed  to  ad¬ 
dress  fully  the  scale  issue,  separating  it 
from  technical  improvements  and  relat¬ 
ing  it  to  market  size.  Accordingly,  we 
conclude  that  no  showing  of  the  exist¬ 
ence  of  economies  of  scale  due  to  inter¬ 
exchange  transmission  facilities  has  been 
made  in  the  record  of  this  inquiry We 
concur  with  T+E  that  (Appendix  B,  De¬ 
liverable  B,  p.  120) : 

In  conclusion,  we  believe  (1)  that  the  en¬ 
gineering  and  econometric  exhibits  must  be 
signficantly  improved  in  order  to  yield  policy 
relevant  results,  and,  (2)  that  the  complex 
relationship  between  economies  of  scale  and 
competition  including  market  size,  fill,  and 
cost  allocation,  has  been  Inadequately  devel¬ 
oped  by  the  respondents. 

312.  In  regard  to  AT&T's  Fourth  Sup¬ 
plemental  response,  it  appears  illogical 
to  us  that  the  cost  of  constructing  new 
facilities  would  double  if  accomplished 
by  the  OCCs  rather  than  by  Bell.  Even 


““  Since  none  of  the  Bell  economies  of  scale 
studies  report  the  basic  data  on  labor  and 
capital  underlying  such  studies,  it  is  impos¬ 
sible  to  analyze  the  studies  fully,  much  less 
replicate  them.  A  basic  problem  with  many 
economies  of  scale  studies  is  the  appropri¬ 
ateness  (or  inappropriateness)  of  the  data 
used,  and  thus  failure  of  AT&T  to  report  the 
data  is  a  particularly  serious  deficiency. 


assuming  arguendo  that  economies  of 
scale  exist  in  the  Bell  System,  it  Is  highly 
unrealistic  that  the  <X!Cs  would  experi¬ 
ence  double  the  costs  experienced  by  Bell 
in  constructing  facilities  to  meet  the 
same  volume  of  projected  additional 
traffic.  Accordingly,  it  appears  to  us  that 
Bell’s  figures  can  be  valid  only  if  the 
study  is  comparing  two  unlike  occur¬ 
rences,  i.e..  Bell  increasing  the  fill  of  its 
existing  facilities  while  the  OCCs  con¬ 
struct  their  own  new  plant.  Clearly,  the 
costs  of  these  would  be  quite  different, 
but  comparison  of  the  two  is  highly  mis¬ 
leading.  Since  the  continuing  growth  in 
Bell’s  MTS  services  will  be  able  to  fill 
existing  Bell  intercity  plant,  even  with¬ 
out  new  private  line  demand,  we  cannot 
accept  Bell’s  assertions  regarding  the 
relative  costs  of  obtaining  private  line 
capacity.  Further,  we  are  unclear  as  to 
why  multiplexing  and  switching  equip¬ 
ment,  whl^  may  constitute  a  consider¬ 
able  part  of  Bell’s  investment  and  ex¬ 
pense  when  converting  existing  plant  to 
private  line  uses,  are  not  included  in  the 
costs  used  in  the  study  (AT&T  Ex.  57, 
p.  2  n.) . 

313.  The  study  is,  in  part,  internally 
inconsistent.  The  narrative  discussion 
contained  therein  (at  p.  5)  states  that 
Bell  assumed  that  the  OCCs  would  se¬ 
cure  Bell  facilities  until  it  was  more  eco¬ 
nomic  to  construct  their  own.  However, 
if  Bell  can  construct  the  required  new 
facilities  at  half  the  cost  of  the  CXX!s, 
one  must  assmne  that  it  would  always 
be  in  the  OCCs’  interest  to  secure  the  fa¬ 
cilities  from  Bell.  Thus,  the  study  ap¬ 
pears  to  assume  that  the  OCCs  will  make 
illogical  investment  decisions.®**  The  only 
possible  explanation  is  that  other  cost 
factors  mitigate  Bell’s  alleged  scale  econ¬ 
omies  and  thus  make  it  more  advan¬ 
tageous  for  the  OCCs  to  construct  their 
own  facilities.  Bell  also  makes  an  as¬ 
sumption  that  either  all  of  the  private 
line  business  would  be  supplied  by  BeU 
or  it  would  all  go  to  the  OCCs.  Since 
neither  case  is  likely  to  occur,  it  would 
api>ear  appropriate  to  include  a  sensi¬ 
tivity  study  under  various  assumptions 
as  to  relative  market  shares.  For  all  the 
reasons  cited,  we  believe  that  the  figures 
supplied  in  this  filing  are  misleading  and 
do  not  constitute  justification  for  the  as¬ 
sertion  that  AT&T  is  the  lowest-cost  sup¬ 
plier  of  private  line  services. 

314.  From  our  experience  in  dealing 
with  AT&T  construction  requests  over  a 
number  of  years,  we  have  concluded  that 
the  facilities  types  to  be  installed  be¬ 
tween  two  points  are  primarily  dictated 
by  the  projected  requirements  of  MTS 
and  WATS  traffic,  with  the  private  line 
projections  considered  only  minimally. 
This  is  logical,  as  interstate  MTS  and 
WATS  represent  close  to  90  percent  of 
Bell  System  interstate  revenues.  Since 
economies  of  scale  refer  to  the  unit  serv¬ 
ice  cost  deriving  from  facilities  installed 
between  any  two  points,  and  since  pri- 


»*>  since  the  study  was  submitted  subse¬ 
quent  to  Issuance  of  our  Resale  and  Share 
Use  decision,  we  miist  assume  that  the  study 
took  into  account  the  removal  of  all  resale 
restrictions. 
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vate  line  services  play  a  minor  role  in 
plant  construction  decisions,  it  follows 
that  the  loss  of  private  line  trafBc  will 
have  little  effect  on  the  unit  service  cost 
arising  from  facilities  used  for  other 
services. 

315.  Thus,  we  can  find  no  documented 
evidence  Uiat  economies  of  scale  exist 
such  that  losses  of  private  line  traffic 
will  increase  the  costs  of  Intercity  chan¬ 
nels  used  for  non-competitive  services. 
However,  if  such  economies  exist.  Bell 
would  be  the  lowest-cost  carrier  of  all 
services  and  in  the  absence  of  other  over¬ 
riding  cost  savings,  no  OCC  building  its 
own  facilities  will  be  able  to  complete 
successfully. 

5.  Innovation.  316.  The  other  issue 
raised  in  regard  to  the  OCCs’  impact 
upon  the  telecommunications  industry 
is  the  effect  of  private  line  competition 
on  the  rate  of  innovation  within  the  in¬ 
dustry,  both  Innovation  by  AT&T  and  by 
the  competitors.  The  comments  of  re¬ 
spondents  can  be  divided  into  past  inno¬ 
vations  and  probable  future  innovation. 
Bell  compares  its  services  to  those  of  the 
specialized  common  carriers  and  con¬ 
cludes  that  the  SCCs  offer  no  innovative 
services.  Rather,  Bell  contends,  their 
services  are  virtually  identical  to  those 
already  offered  by  the  Bell  System,  with 
some  pricing  variations.  In  its  Exhibit  8, 
for  example.  Bell  lists  specific  tariffed 
services  of  the  OCCs  and  concludes  that 
all  can  be  secured  imder  Bell  tariffs. 

317.  In  regard  to  future  innovation, 
AT&T  has  submitted  a  study  by  Arthur 
D.  Little,  Inc.  (ADD  which  concludes 
that  Bell  has  been  a  highly  Innovative 
company  in  the  past,  that  its  level  of  in¬ 
novation  has  not  increased  significantly 
since  the  advent  of  competition,  and 
there  is  no  indication  that  the  level  of 
Innovation  will  change  to  any  major 
degree  in  the  future.  The  ADL  study  siu:- 
veys  the  cxirrent  literature  on  innova¬ 
tion  in  a  competitive  industry,  develops  a 
taxonomy  of  innovations,  then  reviews 
three  case  histories  of  development 
where  AT&T  Innovation  has  taken  place. 
The  conclusion  reached  from  this  analy¬ 
sis  is: 

No  consensus  beyond  general  uncertainty 
can  be  Inferred  from  the  theoretical  and 
emi>lrical  studies  reviewed  •  •  •.  In  «n- 
plrlcal  studies  of  non-regulated  industries, 
the  basic  statistical  result  is  that  some  mar¬ 
ket  power  seems  to  be  necessary,  but  not 
sufficient,  to  induce  innovation,  but  the 
empirical  relationships  found  were  all  very 
weak  or  not  statistically  significant.^ 

318.  Other  telephone  companies  and 
associations,  specifically  GTE,  Continen¬ 
tal,  United  and  USITA  (for  the  inde¬ 
pendents  generally  support  Bell’s  view 
that  the  OCCs  have  offered  no  new  inno¬ 
vative  services.  Continental  accuses  the 
OCCs  rather  of  “cream-skimming"  prof¬ 
itable  markets.  The  OCCs  that  have  filed, 
including  MCI,  Datran  and  SPCC,  dis¬ 
agree.  They  list  a  number  of  specific 
services  which  they  assert  are  new  and 
innovative  and  which  are  allegeffiy  not 


“•A.  D.  Little,  The  Relationship  between 
Market  Structure  and  the  Innovation  Process, 
(ATAT  Ex.  62),  p.  17. 


available  from  the  telephone  companies. 
Of  the  user  respondents.  Commercial 
Metals  asserts  that  digital  data  trans¬ 
mission  services  and  packet  switching  are 
examples  of  services  not  offered  by  Bell 
which  are  available  through  OCC.  TMI 
contends  that  metered  tie-lines  and  half¬ 
time  circuits  available  through  the  OCCs 
are  innovative  new  services. 

319.  Finally,  OTP  speaks  to  the  future 
innovation  question  through  a  lengthy 
list  of  potential  innovations  that  the 
OCCs  could  offer  which  do  not  directly 
compete  with  telephone  company  offer¬ 
ings.  None  of  these  are  pricing  innova¬ 
tions,  but  rather  all  are  technological 
developments  for  which  OTP  asserts  that 
a  market  will  be  foimd  to  exist. 

320.  In  discussing  whether  or  not  the 
(XJCs  have  introduced  only  Innovative 
services  into  telecommimlcations,  it  is 
first  necessary  to  define  what  is  meant 
by  an  innovative  service  for  this  purpose. 
For  example,  while  a  competitive  pricing 
change,  such  as  a  bulk  rate  discount,  may 
be  viewed  by  the  consumer  as  innovative 
since  it  allows  him  to  secure  more  serv¬ 
ices  at  a  lower  cost,  for  the  piuposes  of 
this  inquiry  we  do  not  consider  such  a 
discount  truly  innovative.  Rather,  for 
this  analysis,  an  innovation  is  a  change 
which  will  allow  the  user  to  accomplish 
something  using  his  communications 
equipment  which  he  was  unable  to  ac¬ 
complish  previously,  or  which  will  make 
better  and  more  efficient  use  of  the  radio 
spectrum  or  of  a  given  amount  of  com- 
mimlcations  plant.  Bulk  rate  pricing 
services,  such  as  lELPAK  (AT&T) ,  net¬ 
work  pricing  (SPCC  and  MCI)  and 
usage-sensitive  pricing  of  private  line 
services  (Western  Union,  MCI  and 
others)  do  not  fit  within  our  definition 
of  innovation. 

321.  Clearly,  a  service  is  not  innovative 
if  it  is  Identical  to  one  already  of¬ 
fered  by  another  carrier.  For  example, 
when  Datran  constructed  and  operated 
its  sJl-digital  network,**  it  became  the 
first  carrier  to  offer  an  all-digital  private 
line  service  and  the  first  to  offer  a 
switched  digital  data  service.  AT&T  pres¬ 
ently  offers  a  digital  private  line  service 
and  has  applied  to  offer  switched  digital 
services,  but  the  fact  remains  that  it  was 
Datran,  not  Bell,  which  was  the  first  to 
offer  or  to  apply  to  offer  an  all-digital 
service,  and  thus  it  should  get  the  credit 
for  offering  the  innovative  service.** 

322.  SPCC  has  offered  such  innovative 
services  as  simultaneous  voice  and  300 
baud  data  transmission  on  a  single  chan¬ 
nel  and  high  resolution  facsimile  service, 
capable  of  duplicating  magazine  pages 
with  no  loss  in  quality.  Telenet  Corpora¬ 
tion  is  offering  a  packet  switching  service. 


**  AT&T  contends  in  the  A.  D.  Little  study 
submitted  herein  that  the  technology  uti¬ 
lized  by  Datran  had  been  developed  and  pub¬ 
lished  by  Bell  some  years  before.  This  may 
be  the  case,  and,  if  so.  Bell  is  a  significant 
partner  in  the  innovative  development.  How¬ 
ever,  this  does  not  eliminate  the  significance 
of  Datran’s  actually  planning  and  construct¬ 
ing  a  S3rstem  using  this  technology. 

Datran  filed  a  bankruptcy  petition  on 
August  27,  1976,  and  ceased  all  operations  on 
September  15, 1976. 


which  permits  customers  with  the  need 
for  only  medium  speed  data  channels  to 
utilize  the  savings  and  quality  inherent 
in  h^:h  speed  digital  data  channels- 
Packet  switching  also  permits  more  effi¬ 
cient  use  of  the  radio  spectrum  by  per¬ 
mitting  many  customers  to  share  a  single 
high  speed  data  channel,  thus  reducing 
the  time  when  the  channel  is  vacant. 

323.  American  Satellite  Corporation 
(ASC)  offers  such  services  as  high  speed 
facsimile  for  remote  newspaper  printing 
and  high  speed  data  services  at  unique 
bit  rates  as  ordered  by  the  cust(Hner.  MCI 
and  Western  Union  have  offered  various 
metered  use  point-to-point  private  line 
services  which  permit  the  customer  in¬ 
stant  access  to  a  distant  point  at  usage 
sensitive  rates.  The  inter-exchmige  chan¬ 
nels  are  shared,  thus  making  more  effi¬ 
cient  use  of  the  facilities,  with  the  car¬ 
rier  providing  switching  or  concentration 
equipment  at  the  two  ends.  The  customer 
for  such  metered  use  services  must  main¬ 
tain  a  full  time  local  channel  at  one 
or  both  ends,  dedicated  to  the  service, 
and  may  readi  only  designated  points, 
including  appropriate  distant  central 
offices.  The  inter-exchange  facilities, 
however,  are  shared  by  a  number  of 
customers. 

324.  The  carriers  offering  data  trans¬ 
mission  services  also  have  added  such 
optional  services  as  code  and  speed  con¬ 
version,  which  allow  communications  be¬ 
tween  terminals  operating  at  different  bit 
rates  or  different  character  codes.  MCI 
has  recently  begvm  to  offer  a  shared 
Common  Control  Switching  Arrange¬ 
ment  (CCSA)  service,  which  brings  the 
benefits  of  common  control  switching 
within  a  closed  network  to  small  busi¬ 
nesses  that  cannot  afford  or  utilize  a  full¬ 
time  CCSA  service.  ITT  Corporate  Com- 
mimications  Services,  Inc.  has  filed  an 
application  to  offer  specialized  private 
line  services  which  include  a  similar 
shared  CCSA  offering. 

325.  This  enumeration  is  not  intended 
to  be  exhaustive,  and  other  developments 
that  will  lead  to  technological  innovation 
are  presently  imder  development  or  in 
the  process  of  being  implemented.  It  is 
only  designed  to  Illustrate  our  finding 
that  the  OCCs  are  offering  some  innova- 
tives  services.  We  note  in  addition  that 
AT&T  has,  in  recent  months.  Increased 
its  sales  force  and  has  offered  more  thor¬ 
ough  and  frequent  analyses  of  custom¬ 
er’s  specific  communications  needs.  This, 
we  find,  is  a  response  made  by  Bell  to 
competition  which  benefits  the  public  in¬ 
terest. 

326.  In  discussing  future  innovations, 
including  services  presently  proposed 
only  in  facility  applications,  we  are  not 
in  a  position  to  determine  the  precise 
scope  of  future  tariff  offerings  nor  do  we 
wish  to  appear  to  be  prejudging  the  law¬ 
fulness  of  any  future  services.  However, 
it  appears  to  us  that  certain  new  car¬ 
riers,  such  as  Satellite  Business  Systems, 
may  be  contemplating  rather  unique 
services,  such  as  direct  satellite  private 
line  transmission,  utilizing  rooftop  earth 
stations. 

327.  The  only  study  submitted  regard¬ 
ing  future  innovation,  filed  by  AT&T  and 
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prepared  by  Arthur  D.  Little,  essentially 
finds  that  It  can  come  to  no  positive  con¬ 
clusion  regarding  future  Innovation  by 
the  OCCs. 

While  ADL  is  quite  correct  In  conclud¬ 
ing  that  theory  and  empirical  evidence 
do  not  support  the  notion  that  more 
firms  in  a  market  will  Increase  the  rate 
of  innovation;””  neither  do  they  support 
the  notion  that  having  a  single  supplier 
in  a  market  will  increase  the  rate  of 
innovation.  Indeed,  many  of  the  studies 
cited  by  ADL  show  that  having  a  single 
supplier  may  reduce  the  rate  of  innova¬ 
tion.  Little  says  the  evidence  indicates 
that  medium  size  firms  have  some  incen¬ 
tives  to  innovation  whereas  small  firms 
may  not  be  able  to  suport  R&D,  and  that 
large  firms  that  dominate  their  indus¬ 
tries  exhibit  diseconomies  of  scale  in 
R&D  which  may  lead  to  decreased  R&D 
efforts. 

328.  There  are  munerous  other  studies 
which  demonstrate  that  R&D  does  not 
increase  proportionally  with  an  increase 
in  firm  size.  Worley  and  Hamberg  found 
that  for  the  majority  of  firms  the  num¬ 
ber  of  personnel  devoted  to  R&D  did  not 
increase  with  increased  size.”*  Morton 
Kamien  and  Nancy  Schwartz  also  noted 
that  size  was  important  up  to  a  point, 
but  that  “beyond  some  magnitude,  size 
does  not  api)ear  especially  conducive  to 
either  Innovational  effort  or  output  in 
either  this  country  or  in  European  coun¬ 
tries  for  which  studies  have  been 
made.”  ”• 

329.  There  is  also  some  indication  that 
the  larger  dominant  firm  is  frequently  a 
follower  in  the  innovation  process  rather 
than  a  leader.  As  pointed  out  by  ADL, 
in  stainless  steel  razor  blades,  computers 
and  remote  terminals,  microwave,  and 
liquid  detergent,  the  dominant  firms  were 
the  followers  rather  than  the  leaders,  a 
situation  which  one  would  not  expect  if 
large  firms  were  particularly  innovative. 
Tlie  example  used  by  ADL  to  show  Bell’s 


“"AT&T  Ex.  52,  p.  9:  Theoretical  state¬ 
ments  about  the  Innovation  market-struc¬ 
ture  relationship  have  not  been  weU  devel¬ 
oped  for  the  regulated  industries.  Most 
workers  commenting  on  this  subject  borrow 
from  the  theory  developed  for  the  non-regu- 
lated  industries  without  being  able  to  make 
very  comprehensive  adjustments  for  the  com¬ 
plications  enuslng  from  this  regulatory  envi¬ 
ronment.  Empirical  studies  of  regulated  in¬ 
dustries  show  mixed  results.  Some  cases  sug¬ 
gest  that  more  competition  will  bring  about 
more  innovation;  other  cases  suggest  jxist 
the  reverse;  and  still  other  cases  suggest  that 
to  Induce  more  innvoatlon  the  form  of  com¬ 
petition  shotUd  be  completely  changed.  As 
with  the  non-regulated  industries,  no  uni¬ 
versally  applicable  statements  can  be  made. 
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tion:  A  Sxuwey,”  Managerial  Economics  and 
Decision  Sciences,  Graduate  School  of  Man¬ 
agement,  Northwestern  University,  Evanston, 
Ulinols,  1974,  p.  42. 


innovation  pattern  demonstrates  that 
Bell  was  a  follower  rather  than  a  leader 
in  the  major  developments  in  time-divi¬ 
sion  switching  technology.  In  1956  the 
British  Post  OflQce  first  began  experi¬ 
ments  t^th  time-division  switching  and 
Automatic  Electric  (a  GT&E  subsidiary) 
at  the  1956  USITA  convention  displayed 
a  time-division  PBX.  In  1959  Automatic 
Electric  was  using  an  experimental  sys¬ 
tem  with  time-division  switching.  In  1961 
the  first  time-division  PBX  was  placed  In 
active  service  by  Stromberg-Carlson.  Not 
until  1963  did  Bell  install  the  first  time- 
division  electronic  switch  system.  Al¬ 
though  Bell  may  have  had  many  minor 
technological  advances,  the  major  ones 
were  produced  by  firms  much  smaller 
than  Bell. 

330.  Most  studies  on  innovation  relate 
to  the  unregulated  sectors  of  our  econ¬ 
omy.  Kahn  observes  that  experience 
“demonstrates  the  virtue  of  freedom  of 
entry  and  ccwnpetition  for  innovation  for 
encouraging  the  development  of  new  and 
different  services  and  for  assuring  the 
optional  development  and  exploitation  of 
new  technology.”  ”• 

331.  An  increased  rate  of  innovation 
due  to  competition  is  possible  and  prob¬ 
able  based  on  theory  and  empirical  evi¬ 
dence,  including  our  experience  to  date, 
but  no  clear  answer  exists  as  to  its  effect 
in  the  future  on  innovation  in  telecom¬ 
munications.  However,  as  Waverman  has 
stated,  “It  is  clear  that  existing  carriers 
are  trying  to  have  it  both  ways:  Either 
there  are  substantial  incentives  to  inno¬ 
vation  in  regulated  monopolies,  in  which 
case  new,  specialized  carriers  are  com¬ 
mitting  technological  suicide  in  the  long 
nm  by  entering;  or  there  are  no  advan¬ 
tages  from  the  existing  monopoly  struc¬ 
ture,  so  that  competition  would  stimulate 
innovative  activity  in  all  market  par¬ 
ticipants.”  “ 

332.  As  the  above  discussion  indicates, 
the  OCCs  offer  services  aimed  only  at  the 
business  customer.  Thus,  unlike  compe¬ 
tition  in  the  terminal  market,  the  resi¬ 
dential  telephone  customer  is  not  directly 
benefited  by  competition  for  private  line 
services.  However,  we  continue  to  believe 
that  the  residential  customer  is  best 
served  by  retaining  the  present  monopoly 
over  MTS.  We  have  seen  nothing  which 
would  change  our  belief  that  the  reten¬ 
tion  of  the  present  Industry  structure  in 
this  area  will  permit  the  local  exchange 
subscriber  using  interstate  MTS  to  obtain 
the  most  efficient  service  at  the  lowest 
cost. 

333.  Before  permitting  private  line 
service  competition,  we  solicited  and 
analyzed  numerous  studies  of  potential 
economic  impact  and  concluded  that  we 
could  find  no  showing  that  the  com- 


”*A.  E.  Kahn,  The  Economics  of  Regula¬ 
tion:  Principles  and  Institutions,  Vol.  n.  In¬ 
stitutional  Issues,  New  York,  Wiley,  1970,  p. 
149. 

Almarln  Phillips,  edlt<M*,  Promoting 
Competition  in  Regulated  Markets,  Washing¬ 
ton,  D.C.,  The  Brookings  Institution,  1976, 
Chapter  7  by  Xjeonard  Waverman,  “The  Regu¬ 
lation  of  Intercity  Telecommunications,”  p, 
225. 


petitors  would  impact  to  the  detriment 
of  the  local  exchange  or  MTS  subscriber. 
The  present  proceeding  was  initiated  in 
part  to  test  our  1971  predictions  follow¬ 
ing  the  experience  of  several  years  of 
competition.  Clearly,  the  OCC  industry 
remains  in  the  developmental  stage,  and 
the  possible  opening  of  unlimited  resale 
and  shared  use  of  private  line  services 
will  cause  further  changes  in  the  in¬ 
dustry  structure.  However,  we  had  hoped 
in  this  inquiry  to  ascertain  the  actual 
revenue  losses  that  have  occurred  be¬ 
cause  of  OCC  competition,  including  full 
justification  for  figures  siu>plied;  pay¬ 
ments  to  telephone  companies  for  facil¬ 
ities;  actual  revenue  impact  on  MTS  and 
WATS  and  the  extent  to  which  these 
losses,  if  any,  were  reflected  in  separa¬ 
tions;  potential  and  actual  OCC  markets, 
by  service  and  geographical  area;  actual 
comparative  transmission  costs;  and  the 
numerous  other  issues  listed  in  our  First 
Supplemental  Notice  in  this  Proceeding. 

334.  While  a  few  of  these  issues  have 
been  addressed,  many  others  were  not, 
and,  as  discuss^,  most  of  the  responses 
were  either  imsupported.  internally  con¬ 
tradictory,  or  were  based  on  unjustifled 
assumptions.  Some  of  the  filings  made 
were  almost  unchanged  from  those  sub¬ 
mitted  in  Docket  No.  18920,  the  Special¬ 
ized  Common  Carrier  inquiry,  and  in 
other  proceedings,  except  for  minor  up¬ 
dating  of  figures.  We  invite  the  respond¬ 
ents  to  conduct  and  submit  new  studies 
in  the  present  proceeding,  accompanied 
by  work  papers,  sensitivity  studies,  justi¬ 
fications  for  assumptions  made,  and 
other  support  which  wlU  enable  us  to 
reach  more  concrete  conclusions. 

6.  Docket  No.  18128  Findings  and  Con¬ 
clusions.  335.  We  have  recently  rendered 
our  Decision  in  Docket  No.  18128,  the 
Private  Line  Services  proceeding.  We  are 
incorporating  the  record  findings  and 
conclusions  in  that  Decision,  PCC  76- 
886,  by  reference  herein.  Based  on  a  full 
evidentiary  hearing  in  that  proceeding, 
we  have  found  that  the  revenues  from 
certain  interstate  private  line  services 
offered  by  the  Bell  System  do  not  cover 
their  relevant  costs  and  that,  therefore, 
the  level  of  return  earned  on  such  serv¬ 
ices  are  unjust,  unreasonable  and  in  vio¬ 
lation  of  section  201(b)  of  the  Commiml- 
cations  Act,  47  U.S.C.  201(b).  Bell  is  di¬ 
rected  to  file  revised  tariffs  within  8 
months. 

336.  We  have  also  directed  Bell  to  re¬ 
vise  costing  methodologies  and  forecast¬ 
ing  techniques  in  conjunction  with  the 
staff  of  the  Common  Carrier  Bureau,  to 
cure  the  present  infirmities.  Further,  we 
found  AT&T’s  TELPAK  service  offering 
not  an  appropriate  response  to  the  level 
of  competition  existing  in  the  market  and 
ordered  that  the  service  be  refiled. 

337.  Finally,  we  concluded  that  there 
is  no  economic  justification  for  a  change 
in  our  policies  regarding  private  line 
competition.  Accordingly,  we  declined  to 
revisit  the  Specialized  Common  Carrier 
decision  or  to  institute  any  new  pro¬ 
ceedings  regarding  private  line  competi¬ 
tion  in  the  domestic  telecommunications 
Industry. 


FEDERAL  REGISTER,  VOl.  41,  NO.  216 — MONDAY,  NOVEMBER  8,  1976 


49266 


NOTICES 


C.  Sl'MMARY 

338.  Having  examined  the  filings  of  all 
respondents  to  this  proceeding,  as  well  as 
other  material  as  indicated  herein,  we 
conclude  that  the  impact  of  the  OCCs  on 
the  revenues  and  markets  of  both  the 
Bell  System  and  the  independent  tele¬ 
phone  companies  has  been  negligible  to 
date.  The  gross  revenues  of  the  special¬ 
ized  carriers  dmlng  1975,  $35  million,  rep¬ 
resent  under  four  percent  of  the  Bell 
System’s  revenues  fr<»n  interstate  pri¬ 
vate  line  services,  or  0.4  percent  of  Bell’s 
1975  interstate  revenues.  Of  the  $35  mil¬ 
lion,  well  over  20  percent  is  returned  to 
the  telephone  companies  in  the  form  of 
payment  for  local  distribution  or  other 
facilities.  Thus,  even  if  there  were  no 
stimulation  of  new  demand  for  private 
line  services,  and  all  OCC  gains  are  di¬ 
rect  telephone  company  revenue  losses, 
these  losses  to  date  have  been  insignifi¬ 
cant.  There  is  further  no  justified  show¬ 
ing  that  MTS/WATS  business  has  de¬ 
clined  as  a  result  of  cross-elastic  effects 
from  private  line  services.  Rather,  MTS 
and  WATS  traffic  has  continued  to  rise 
substantially,  despite  rate  increases 
which  have  allegedly  been  justified  on 
grounds  totally  unrelated  to  comi>eti- 
tion.'“ 

339.  In  short,  the  record  is  devoid  of 
justification  for  the  claims  made  of  dire 
consequences  to  the  established  carriers 
from  OCC  competition.  The  lack  of  sup¬ 
porting  material,  especially  workpapers 
or  references  to  back  up  assertions, 
limits  our  ability  to  analyze  fully  many  of 
the  filings.  There  are  also  areas  where 
studies  or  filings  are  internally  contra¬ 
dictory  or  clearly  unsupported  by  other 
undisputed  facts. 

340.  In  regard  to  innovation,  while  it 
is  not  possible  to  predict  what  innovative 
services  will  be  devised  by  existing  or 
new  specialized  carriers,  we  find  that  ex¬ 
isting  OCCs  are  offering  sonxe  innovative 
services  today,  and  we  find  nothing  in 
the  record  which  indicates  that  new 
services  will  not  continue  to  be  devel¬ 
oped  to  meet  otherwise  unmet  commu¬ 
nications  needs. 

341.  We  have  also  found  in  Docket  No. 
18128  that  most  private  line  services  of 
AT&T  do  not  cover  their  costs  and  or¬ 
dered  rate  increases.  Thus  even  the  small 
impact  to  date  from  competing  carriers 
has  been  minimized  as  a  result  of  these 
non-compensatory  rates. 

342.  As  to  the  future,  we  conclude  that 
it  is  unrealistic  to  assume  that  the  OCCs 
will  be  able  to  attain  sufficient  traffic  and 
revenue  levels  to  achieve  the  market 
penetration  projected  by  USITA  and 
others.  High  overall  communications 
penetrations  a.ssume  that  OCC  services 


For  example,  AT&T  filed  increased  rates 
in  January,  1975  and  March,  1975  which  were 
purportedly  required  by  increased  cost  of 
capital.  Following  hearing,  we  prescribed 
an  increase  in  Bell's  overaU  rate  of  return, 
57  FCC  2d  690  (1976),  and  AT&T  filed  across- 
the-board  rate  increase  in  January,  1976. 


will  compete  directly  with  MTS,  an  as- 
sumpticm  which  a  study  of  the  history  of 
our  regulatory  posture  toward  competi¬ 
tion  demtmstrates  Is  unfounded.  F\uther, 
the  established  carriers’  competitive  price 
responses  have  caused  them  to  retain  the 
bulk  of  the  private  line  market.  Much  of 
the  OCCs’  market  is  therefore  comprised 
of  new  demand  or  specialized  services 
meeting  otherwise  unmet  communica¬ 
tions  needs.  Additionally,  the  OCCs  have 
entered  the  market  at  a  time  of  tight 
money  and  high  interest  rates,  and  as  a 
result  have  experienced  continuing  cash 
^ow  difficulties,  as  the  recent  bankruptcy 
of  Datran  d^onstrates.  While  we  be¬ 
lieve  that  the  OCC  industry  will  remain 
viable,  we  csuinot  envision  the  raising  of 
the  capital  necessary  to  obtain  the  over¬ 
all  telecommvmications  market  shares 
anticipated  by  USITA  and  others. 

343.  In  order  that  the  OCCs  will  achieve 
and  maintain  a  significant  share  of  the 
total  telecommunications  market,  they 
must  develop  and  offer  services  which  are 
not  otherwise  available  and  for  which  a 
market  will  develop.  They  cannot  long 
survive  by  attempting  to  undercut  estab¬ 
lished  carriers  in  the  provision  of  exist¬ 
ing  services,  unless  they  can  devise  meth¬ 
ods  of  greatly  cutting  their  costs.  While 
the  established  carriers  serve  primarily 
the  mass  markets,  the  OCCs  tailor  their 
services  to  meet  the  needs  of  a  compara¬ 
tively  small  number  of  users.  We  foresee 
that  such  carriers  have  a  role  to  play  in 
the  telecommunications  industry,  but 
that  they  will  not  adversely  impact  the 
established  carriers. 

Federal  Communications 
Commission,*” 

Vincent  J.  Mullins, 

Secretary. 

Appendix  A 
(Elocket  20003) 

UST  or  PARTIES 

Established  Common  Carriers 

American  Telephone  and  Telegraph 
(AT&T) 

Continental  Telephone  Corporation 
GTE  Service  Corporation  (GTE) 

National  Telephone  Cooperative  Associa¬ 
tion  (NTCA) 

United  States  Independent  Telephone  As¬ 
sociation  (USITA) 

United  Telephone  Systems  (UTS) 

Western  Union  Telegraph  Company 
Specialized  Common  Carriers  and  Intercon¬ 
nect  Companies 

American  Satellite  Corporation  (ASC) 
Computer  and  Business  Equipment  Manu¬ 
facturer  Association  (CBEMA) 

Computer  Industries  Association 
Data  Transmission  Company  (Datran ) 
International  Business  Machines  Corpora¬ 
tion  (IBM) 

International  Telephone  and  Telegraph 
Company  (ITT) 


Concurring  and  dissenting  statements  of 
Commissioner  Hooks  and  separate  statement 
of  Commissioner  Fogarty  filed  as  part  of  the 
original  document. 


MCI  Telecommunications  Corporation  and 
Microwave  Communloatlons,  Inc.  (MCI) 
North  American  Telephone  Association 
(NATA) 

Phonetele  Corporation 
Southern  Pacific  Communications  Cxnn- 
pany  (SPCC) 

Regulatory  Agencies 

National  Association  of  Regulatory  Utility 
Commissioners  (NARUC) 

Nebraska  Public  Service  Commission 
(NPSC) 

New  York  Public  Service  Commission 
(NYPSC) 

Office  of  Telecommunications  Policy  (OTP) 
Users 

ABC,  CBS,  and  NBC 

American  Petroleum  Institute,  Central 
Committee  on  Telecommunications 
(API) 

Bunker-Ramo  Corporation 
Commercial  Metals  Company 
Indiana  University  Law  &hool 
Krigger,  Inc. 

South  Bend  Freight  Lines 
Telecommunication's  Management.  Inc. 
(TMI) 

United  Telecommunications  Council  (UTC) 
Appendix  C 

MARKET  AND  MARKET  SHARE  FORECASTS  OF 
INTERCONNECT  COMPETITION 

1.  One  measure  of  the  competitive  efTeiu 
of  interconect  competition  is  the  market 
penetration  vis-a-vis  the  telephone  com¬ 
panies  achieved  by  Interconnect  companie.s 
to  date  and  forecasted  market  penetration  in 
the  future.  Indeed,  we  find  that  estimates  of 
historical  market  penertatlon  and  forecast.** 
of  interconect  company  market  penetration 
in  the  future  were  basic  to  the  validity  of  all 
the  contribution  loss  claims  we  considered 
above.  Thus,  we  have  already  stated  some  of 
our  findings  with  respect  to  market  penetra¬ 
tion  estimates.  We  address  the  subject  in 
more  detail  herein  to  clairify  the  nature  and 
the  extent  of  interconnect  competition.  Data 
and  forecasts  of  the  terminal  equipment 
market  are  found  primarily  in  the  filln«^s 
of  AT&T.  NARUC.  CBEMA,  NYPSC,  OTP  and 
USITA.  We  report  and  evaluate  some  of  the*:e 
forecasts  in  Table  IV-14  below.  We  also 
utilize  the  Frost  and  Sullivan  report  as  an 
additional  source  of  data.  We  note  that  we 
have  considered  all  filing  herein  containing 
market  penetration  estimates  for  intercon¬ 
nect  companies  and  that  our  findings  are 
applicable  to  all  estimates  provided.  Our  dis¬ 
cussion  will  be  divided  into  three  sections: 
Our  general  findings;  our  finding  that  In¬ 
terconect  competition  appears  to  cause  ex¬ 
pansion  in  certain  terminal  equipment  mar¬ 
kets  to  the  benefit  of  both  telephone  and  in¬ 
terconnect  companies;  and  our  discussion 
and  comparison  of  some  of  the  specific 
penetration  estimates  porvlded. 

2.  General  Findings.  For  the  most  part,  we 
find  the  data  and  forecasts  provided  purport¬ 
ing  to  show  historical  or  projected  intercon¬ 
nect  Industry  market  penetration  deficient. 
Generally,  the  studies  and  forecasts  provided 
failed  to  take  into  account  the  business  risks 
faced  by  the  interconect  Industry.  Some  In¬ 
terconect  suDDllers  have  suffered  large  bus¬ 
iness  losses  (e.g..  Areata  lost  $2.1  million  on 
sales  of  $18  million  in  1971)  because  of  some 
deficiencies  in  marketing  and  management, 
and  the  scarcity  of  managerial  talent.®'* 


"‘USITA  Comments,  p.  7,  quoting  an  in¬ 
dustry  source  “The  Protection  of  a  Contract”, 
Communicators  Management  and  Engineer¬ 
ing.  November  1974,  p.  19 


FEDERAL  REGISTER,  VOL.  41,  NO.  216 — MONDAY,  NOVEMBER  8,  1976 


NOTICES  49267 


Table  lV-14. — Projected  telephone  company  {TELCO)  and  interconnect  indui^try  {TO 
market  ghare  for  PBX  and  KT8 — 1975-84 

[In  percent] 


1975 

1980 

1984 

PBX 

KTS 

PBX 

KTS 

PBX 

KTS 

Telco 

IC 

Telco 

IC 

Telco 

IC 

Teloo 

Telco 

IC 

Teloo 

IC 

Bell  (SRI) . 

94.6 

5.4 

97.3 

2.7 

99.5 

las 

93.4 

A6 

84.4 

15.6 

88.9 

11.1 

NARUC . 

92 

8 

93 

2 

79 

21 

92 

8 

61 

39 

85 

15 

NYP8C  (AugsteH). 

94.34 

,5.66 

93.48 

A  52 

81.52 

18.48 

73.14 

26.88 

68.43 

31.57 

5046 

49.54 

USITA  (SAI) . 

96 

4 

97 

3 

83 

17 

80 

11 

75 

25 

85 

15 

SouECBa:  Bell  Ex.  No.  19,  tables  1  and  2.  NARUC  Committee  on  Comnmnications  Report,  May  15, 1974,  tables  C3, 
rt,  NARUC  comments.  James  Anystell,  “The  Revenue  and  Cost  Impact  of  Interconnection”,  Januwy  1975,  p. 
76.  USITA  comments,  SAI  study,  p.  11-25,  table  II-4. 


The  Frost  and  Sullivan  report  Indicates 
that  by  the  1980’s  it  is  likely  that  the  PBX 
control  equipment  market  will  be  totally 
regained  by  the  telephone  companies,  but 
that  there  will  be  many  independent  vendors 
of  software  for  stored  firogram  devices.^ 
The  uncertainties  of  the  regulatory  cli¬ 
mate  and  telephone  company  competitive 
responses  would  appear  to  add  to  the  busi¬ 
ness  risks  for  Interconnect  companies  at  this 
stage  of  the  industry.  Thus,  it  miist  be  rec¬ 
ognized  that  some  interconnect  companies 
may  find  it  difficult  to  obtain  essential  capi¬ 
tal  for  rapid  market  expansion  and  penetra- 
tion.=“ 

3.  Most  market  “studies”  were  simply  pro¬ 
jections  of  interconnect  company  growth  pat¬ 
terns  of  the  past  4  or  6  years.  Such  methods 
lead  to  rather  unrealistic  estimates  of  inter¬ 
connect  market  penetration.  As  noted  above, 
essential  capital  for  rapid  market  expansion 
and  thus  extensive  market  penetration  may 
not  be  readily  available  in  light  of  the  busi¬ 
ness  risks  faced  by  the  Interconnect  Industry. 
Further,  a  crude  projection  of  present  trend 
must  necessarily  have  a  great  range  of  at¬ 
tendant  uncertainty.  For  example,  no  re¬ 
spondent  gave  us  any  reliable  data  on  the 
sort  of  variation  that  might  be  associated 
with  his  projections.  We  believe  various 
modeling  techniques  could  have  been  iised 
to  develop  the  1985  market  and  market  share 
independently.  Such  models  would  have  con¬ 
sidered  the  stimulative  market  effects  of  the 
increased  innovation  which  we  have  found  is 
occurring.  Further,  no  respondent  used  any 
estimate  of  the  price  elasticity  of  demand 
for  particular  vertical  services.  This  omission 
is  important,  since  Bell  has  presented  evi¬ 
dence  that  the  elasticity  of  demand  for  cer¬ 
tain  tele-communications  services  may  be 
quite  high.“*  If  Bell  is  correct  in  this  respect, 
any  price  reductions  attendant  upon  inter¬ 
connect  competition  will  not  reduce  Industry 
revenues,  but  could  Increase  them.  Since  we 
are  dealing  with  long-term  changes  in  price 


Frost  and  Sullivan,  p.  67:  NARUC  ap¬ 
pears  to  agree,  stating  that  once  telephone 
companies  "shape  up”  due  to  the  pressure 
of  competition,  then  there  will  be  no  business 
left  for  the  Interconnect  suppliers.  NARUC 
Comments,  p.  12. 

=®For  example,  we  note  the  virtual  ab¬ 
sence  of  PBX  and  KTS  Interconnect  compe¬ 
tition  in  North  Carolina  due  to  policies 
adopted  by  the  North  Carolina  Commission. 

We  find  Indications  that  the  telephone 
companies  have  responded  significantly  to 
Interconnect  competition  through  innova¬ 
tion  and  by  adopting  new  pricing  responses, 
e.g.,  two-tier  pricing  of  PBXs. 

We  do  not  consider  herein  the  economic 
and  other  ramifications  of  IBM’s  full  entry 
into  the  competitive  terminal  equipment 
markets,  nierefore,  we  expect  this  possibility 
to  be  addressed  by  the  parties  in  the  further 
stages  of  this  Inquiry. 

“’Bell  Ex.  No.  44.  The  study  was  done  by 


structure,  we  would  conclude  from  the  Bell 
study  that  rate  reductions  could  cause  tem¬ 
porary  dips  in  gross  revenues  followed  by 
long  term  Increases  as  customers  adjusted 
their  calling  habits.  It  is  unfortunate  that 
vertical  services  (PBX,  KTS  and  ancillary 
equipment)  were  not  separately  studied  in 
this  respect. 

A.  Rodney  Dobell  and  four  associates. 

4.  Market  Expansion.  All  the  studies  sub¬ 
mitted  assumed  that  the  market  growth  of 
the  interconnect  companies  is  entirely  at  the 
expense  of  the  telephone  companies.  We  find 
indications  that  to  a  great  extent  the  reve¬ 
nues  generated  by  interconnect  equipment 
suppliers  are  not  diverted  from  telephone 
companies’  markets.  Thtis,  Interconnect  com¬ 
panies  have  developed  new  markets,  in  addi¬ 
tion  to  existing  telephone  company  mar¬ 
kets,  in  several  areas.  One  of  the  most  notable 
areas  is  terminal  equipment  \ised  for  infor¬ 
mation  exchange.®"  As  information  became 
more  voluminous  and  complex,  users  re¬ 
quired  more  efficient  means  for  transferring 
information  between  geographically  sepa¬ 
rated  points.  Interconnect  companies  have 
responded  faster  to  this  need  than  Bell. 

The  interconnect  industry  had  a  modem 
that  allowed  information  transfer  at  4800  bits 
per  second  in  1965,  whereas  Bell  did  not  begin 
marketing  at  4800  bps  modem  imtll  mld- 
1972.  Also,  the  interconnect  industry  mar¬ 
keted  7200  and  9600  bps  modems  by  1969, 
whereas  Bell  first  marketed  a  9600  bps  modem 
in  1974.  Before  "Garterfone”,  there  were  few 
Independent  Intercoimect  vendors,  supplying 
primarily  accoustically-coupled  modems. 
There  are  now  at  least  50  manufacturers  with 
at  least  80  models.  The  sale  of  telephone  an¬ 
swering  devices  Is  another  example  where 
terminal  equipment  suppliers  have  enlarged 
the  total  terminal  equipment  market  rather 
than  penetrating  the  telephone  company’s 
market  share.  ’The  telephone  companies  be¬ 
gan  marketing  some  answering  devices  during 
the  late  1950’s,  although  the  devices  were 
available  earlier.  However,  sales  of  answering 
devices  have  Increased  substantially  since 
“Caterfone.”  For  example.  Phone  Mate,  Inc. 
has  sold  300,000  devices  since  1969,  an  amount 


®“We  find  there  is  little  disagreement  or 
confusion  in  the  analysis  of  the  interconnect 
market  for  data  and  ancillary  devices  and 
such  devices  as  answering  machines.  It  is  gen¬ 
erally  agreed  in  the  Industry  that  the  carrier 
offerings  are  somewhat  limited,  and  that  the 
interconnect  sales  have  little  potential  for 
economic  harm  to  the  carriers,  since  the 
carriers’  market  for  these  devices  was  very 
small.  In  this  area  then,  it  appears  that  the 
Interconnect  suppliers  may  be  competing  for 
the  most  part  among  themselves,  rather  than 
competing  only  against  the  telephone  car¬ 
riers.  Accordingly,  we  concentrate  our  anal- 
ysls  primarily  on  competition  in  the  KTS 
and  PBX  markets  as  do  the  respondents. 


five  times  larger  than  the  number  of  an¬ 
swering  devices  provided  since  1958  by  the 
Bell  System  although  we  believe  telephone 
company  sales  of  such  devices  may  be  in¬ 
creasing.®" 

5.  Interconnect  suppliers  have  also  ex¬ 
panded  the  PBX  market  \mder  several  alter¬ 
native  definitions  of  the  market.*"  As  we  note 
below,  there  are  163  different  PBX’s  available 
of  which  only  13  are  Western  Electric  prod¬ 
ucts.  An  examination  of  Table  IV-15  below 
indicates  that  the  Bell  System  small  PBXs 
(1-40  lines)  have  decreased  from  127,000 
units  in  1958  to  73,000  units  in  1974,  a  decline 
of  43%.  It  is  not  clear  that  competition  has 
been  the  cause  of  the  declining  trend  in 
small  PBXs;  nor  does  it  seem  it  has  hastened 
the  decline;  since  the  rate  of  decline  has 
not  been  constant  but  varies.  We  believe 
this  makes  it  difficvilt  to  attribute  the  decline 
to  competition.  The  1970’s  economic  reces¬ 
sion  may  be  a  cause  of  some  of  the  loss; 
however,  the  ratio  of  decline  in  the  recession 
is  only  slightly  greater  than  the  rate  of  de¬ 
cline  in  earlier  years.  The  most  important 
factor  in  the  decline  of  small  PBXs  has  prob¬ 
ably  been  their  displacement  by  new  kinds 
of  KTS’  which  offer  comparable  features."* 
Thus,  we  shall  not  Include  small  PBX’s  in 
our  analysis  of  market  expansion  due  to  com- 
petlUon. 

«.  As  shown  below,  we  find  the  Interconnect 
companies  have  expanded  the  total  market 
for  medium  (40-100  lines)  and  large  PBXs 
(over  100  lines) .  The  Bell  System  has  added 
units  of  medium  or  large  PBXs  to  the  system 
in  a  fairly  constant  manner  since  1958.  The 
Increase  in  medium  or  large  PBXs  has  ranged 
between  0-200  units  per  year.  The  market  for 
large  PBXs  has  been  relatively  more  stable 
than  that  for  medium  PBXs  (although  both 
are  stable  compared  to  small  PBXs)  even 
d\iring  the  competitive  years  since  1968. 
Thus,  the  telephone  industry  claims  that  the 
large  PBXs  are  the  most  vulnerable  to  com¬ 
petition  are  not  supported  by  the  data  in 
Table  rv-15  below.  However,  there  may  have 
been  some  initial  market  penetration,  since 
Bell  did  not  add  many  units  from  1970  to 
1971,  but,  again,  the  recession  probably 
caused  many  large  companies  to  cut  back  ex¬ 
penditures  at  the  time. 


*"  CBEMA  Comments,  p.  35,  footnote. 

"*Tho  finding  that  the  total  PBX  market 
has  expanded  due  to  competition  has  serious 
implications  for  the  validity  of  the  estimates 
of  contribution  loss  provided  herein.  ’The 
total  PBX  market,  carrier  and  interconnect 
companies  is  now  growing  faster  than  the 
carrier  PBX  market  has  grown  at  any  time 
in  the  past  20  years.  The  PBXs  sold  by  the 
Interconnect  companies  which  do  not  dis¬ 
place  carrier  PBXs,  and  this  appears  to  in¬ 
clude  a  substantial  portion  of  the  PBXs  sold 
by  the  Interconnect  companies,  do  not  cause 
any  contribution  or  separations  loss  to  the 
carriers.  Losses  can  only  occur  when  carrier 
provided  equipment  is  displaced.  For  the 
most  part,  the  contribution  studies  provided 
Ignore  the  effect  of  an  expanded  intercon¬ 
nect  market  and  therefore  cannot  be  ac¬ 
cepted  as  valid.  The  contribution  loss  esti¬ 
mates  pertaining  to  KTS  competition  cannot 
be  accepted  as  valid  for  the  same  reason. 

"» In  Bell  Ex.  No.  19,  p.  16,  Bell  attributes 
the  decline  in  the  number  of  small  PBXs 
solely  to  the  Interconnect  companies  dis¬ 
placing  Bell-provided  small  PBXs.  It  is  rea¬ 
sonable  to  find,  however,  that  Bell-provided 
KTS’  may  also  be  displacing  Bell-provided 
small  PBXs.  See  also  Frost  and  Sullivan,  pp. 
147-150,  wherein  the  interchangeability  of 
small  PBXs  and  KTS’  is  discussed. 
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Tabl£  lV-15.— PSJ:  market 
(1  nnit  eqnate  PBXs] 


Bell  smaU  PBX’s  BeU  madlurn  BEX’S  BdllmsPBX’i  10_^ 

(1-40 lines)  (41-100 lines)  OOOl^)  lO  BEX’S* 


Units  * 

Units 

added 

Percent 

Units  • 

Units 

added 

Percent 

Units* 

Units  Percent 
added 

Units* 

Units 

added 

Percent 

127 

*2 

*1.67 

27 

2 

7.41 

14 

1 

7.14 

-  _ 

1959 . 

125 

1 

0.80 

29 

2 

6.90 

15 

(k. 

aoo 

1900 . 

126 

*6 

*4.76 

31 

1 

3.23 

15 

1 

ae? 

1961 . 

120 

*4 

*3.33 

32 

2 

6.25 

16 

1 

a25 

116 

*5 

*4.31 

34 

1 

2.94 

17 

1 

5.88 

1963 . 

111 

*5 

*4.60 

35 

1 

2.86 

18 

1 

5.66 

1^ 

.  106 

•  4 

*3.77 

36 

2 

5.66 

19 

1 

6.26 

1965 . 

102 

*2 

•1.96 

38 

2.63 

20 

1 

5.00 

1966 . 

100 

*3 

•3.00 

39 

2 

5.13 

21 

0 

0.00 

1967 . 

97 

*2 

•i06 

41 

2 

4.88 

21 

2 

9.52 

1968 . 

95 

»4 

*4.21 

43 

2 

4.65 

23 

1 

4.35 

1969 . 

91 

•2 

*2.20 

45 

2 

4.44 

24 

2 

8.33 

0.05 

0.65 

1, 100.00 

1970 . 

89 

>4 

*4.49 

47 

0 

0.00 

26 

0 

aoo 

0.6 

1.4 

233.33 

1971 . 

85 

*5 

*5.88 

47 

1 

2.13 

26 

1 

3.83 

2.0 

2.1 

105.00 

1972 . 

80 

•4 

*5.00 

48 

1 

2.03 

27 

1 

3.70 

4.1 

3.2 

78.05 

1973 . 

76 

*3 

•3.95 

49 

1 

2.04 

28 

1 

3.  .57 

7.3 

2.5 

34.25 

1974 . 

78 

*6 

*8.22 

.50 

0 

aoo 

29 

0 

0.00 

9.8 

19 

19.39 

1975 . 

76. 

50 

29 

11.7 

t  End  of  year. 

*  No  brefuedown  of  site  (number  of  lines)  available. 

•  Negative. 

Source:  Bell  Ex.  No.  20. 

7.  More  particularly,  to  examine  the  PBX 
market  expansion  using  Table  IV-16  above, 
we  will  consider  the  relevant  competitive 
PBX  market  as  being  only  In  medium  and 
large  PBXs.  If  we  assume  that  Bell  wa«dd 


have  expanded  the  number  of  medium  and 
large  PBXs  at  a  rate  equal  to  Its  best  year, 
i.e.,  added  4,000  units  three  years  In  a  row, 
(something  that  It  has  never  achieved  since 
1968),  the  figures  would  appear  as  follows: 


One  can  readily  see  from  the  figures  above 
that  even  If  Bell  would  have  had  three  of 
their  best  years  In  a  row,  the  total  PBX  mar¬ 
ket  would  stm  have  expanded  by  some  1800 
units  for  the  period.  Once  again  this  is  a 
worst  case  analirsis.  If  Bell  would  have  had 
"average”  years  compounded  growth,  the 
analysis  would  show  that  the  Interconnect 
supplier  expanded  the  market  much  more 
than  Just  1800  units.  We  believe  some  credit 
must  be  given  to  interconnect  competition 
for  expanding  the  total  PBX  market  by  of¬ 
fering  special  alternatives  in  equipment  fea¬ 
tures,  price,  supply,  service,  etc. 

8.  Similarly,  the  total  KTS  market  appears 
to  have  undergone  some  expansion  since  the 
advent  of  Interconnect  competition. 

An  examination  of  Table  IV-16  below  in¬ 
dicates  that  Bell  achieved  some  outstanding 
KTS  growth  rates  after  1968.  While  for  the 
years  1958  to  1967,  Bell’s  growth  rate  aver¬ 
aged  only  about  3.3  percent,  the  po6t-1968 
growth  rate  has  been  about  3.8  percent,  a  15 
percent  increase.  Significantly,  this  KTS 
market  growth  was  achieved  during  a  reces¬ 
sion.  In  other  words,  the  KTS  market  growth 
seems  to  run  counter  to  the  normal  business 
cycle  since  it  expanded  during  a  period  in 
which  business  growth  In  general  declined. 
We  believe  this  indicates  that  competition 
must  have  had  some  positive  effect  in  the 
expansion  of  the  total  KTS  market,  for  Bell 
as  well  as  lor  the  total  KTS  market. 


(1) 

W  liai  Bell  could 
have  added 

(2) 

What  Bell 
actually  added 

(3) 

What  intercon¬ 
nect  eorapauie.s 
actually  added 

(243) 

Total  aciusilly 
added 

(243-1) 

Competition  in¬ 
duced  market 
expansion  (worst 
case) 

1972 . 

.  4,000 

2,000 

2,100 

4, 100 

100 

1973. . 

.  4,000 

2,000 

3,200 

5,200 

1,200 

1974 . 

. .  4,000 

2,000 

2,500 

4,500 

600 

Table  IV-lfl. — Conlribritlon  I.ouet  for  KTS  and  PBX  Sytlcws  unl«‘s.«  siK-cified  otherwise) 

lEstlmated  economic  impacti 


Contribution  losses  |mt 


ToUl 

expenM 

Total 

expenses 

Contribu¬ 
tion  >  to 
ovhr.  and 
common 

Contribu¬ 
tion  ■  at  10 
pet  penetra¬ 
tion 

Net  imiKM-t 

(';ontribu- 
lion  I  at  30 
pet  penetra¬ 
tion 

Net  iinjiaet 

Of  main 
teiephones 

main  telephone 

At  10  pet 
itenetration 

At  30  pet 
penetration 

1978 

Key  system . . . 

8maU  PBX . 

Large  PBX . 

-  $14,613 

.  11,290 

. .  ia733 

$29,661 
2a  708 
21,060 

$15,038 
9,418 
a  227 

$13,6.')4 

8,476 

4,704 

($1,604) 

(942) 

(623) 

$10,527 

a603 

3,669 

($4,511) 

(2,8251 

(1,668) 

2,500.837 

$1.19- 

$;i.  .57 

Total  market . 

29,683 

(2,969). 

(8,904) 

1983 

Key  system . 

BmaU  PBX . 

Large  PBX . 

.  20,698 

.  16,867 

.  24,253 

4a  201 
2a  078 
29,660 

19,506 

10,221 

6,807 

17,553 

9,199 

4,776 

(1,960) 

(1,022) 

(631) 

1.3,652 

7,156 

3,716 

(6,851) 

(a  066) 

(1,592). 

3,091,894 

$1.13 

$3.39 

35,031 

(a  603) 

(10,509). 

1988 

Hey  system . 

BmaU  PBX . 

Large  PBX . . 

.  29,149 

.  21,480 

.  33,497 

66,682 

3a395 

39,086 

2a  433 
11,015 
6,688 

24,790 

10,724 

6,029 

(2,64.3) 

(1,191 

(659) 

ia603 
a341 
a  912 

(7,930). 
(a  674). 
(1,676). 

Total  market . 

43,936 

(4,393). 

(laiSO). 

>  Revenue  contribution  by  terzninal  equipment  market  to  cover  other  costs. 
Bource:  VTS  comments,  exhibits  1  and  6. 
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9.  On  the  basis  of  the  previous  analyses,  we 
find  Indications  that  the  effect  of  Intercon¬ 
nect  competition  has  been  to  expand  the 
overall  interconnect  terminal  equipment,  to 
the  benefit  of  both  telephone  and  intercon¬ 
nect  companies,  and  not  simply  to  penetrate 
the  existing  telephone  company  markets  as 
alleged  by  the  telephone  carrlers.“=‘  Our  find¬ 
ings  concern  primarily  the  KTS  and  PBX 
markets.  In  the  further  stages  of  this  in¬ 
quiry,  we  expect  the  parties  to  address  with 
appropriate  studies  the  prospects  for  market 
stimulation  by  interconnect  competition  in 
the  main  station,  business  and  residential  ex¬ 
tension  markets. 

10.  Specific  Study  Estimates.  While  the 
studies  submitted  contain  estimates  of  mar¬ 
ket  and  market  shares  for  various  future 
years,  and  while  the  estimates  cannot  be  ac¬ 
cepted  as  valid,  as  explained  generally  above, 
we  nevertheless  report  and  comment  more 
particularly  upon  some  of  the  studies,  arriv¬ 
ing  at  relevant  comparisons  and  conclusions 
where  posslljle  (see  Table  IV-18  above).  As 
noted  above,  we  concentrate  our  analysis 
primarily  in  the  medium  and  large  PBX  mar¬ 
ket  and  KTS  market.==® 

11.  Augstell  forecasts  that  as  of  the  end  of 
1973  the  interconnect  industry  penetration 
In  the  NYTelco  area  was  4  percent  for  PBX- 
Centrex,  1  percent  for  KTS  and  27.7  percent 
for  Data  Set.^  He  claimed  the  greatest  quan¬ 
titative  impact  on  revenues  was  and  could 
continue  to  be  PBX -Centrex  and  KTS  mar¬ 
kets.  He  estimated  an  average  annual  inter¬ 
connect  company  growth  rate  of  28  percent 
for  PBX  and  34.6  percent  for  KTS  for  the 
1976-1984  period.  It  forecast  the  intercon¬ 
nect  company  share  of  the  market  in  1984  as 
31.6  percent  for  PBX  and  49.6  percent  for 
KTS.  Augstell  estimates  an  annual  gross  rev¬ 
enue  loss  in  1973  due  to  interconnect  com¬ 
petition  of  $12,939,610  for  NYTelco.  Approxi¬ 
mately,  $7,967,700  (61  percent  of  the  loss)  is 
said  to  be  from  PBX-Centrex  customers 
switching  to  interconnect  suppliers  $2,939,181 
(22.93  of  the  loss)  from  NYTelco  KTS  cus¬ 
tomers  switching  to  interconnect  suppliers, 
$1,947,622  (16.2  percent  of  the  loss)  from 
NYTelco  data  set  customers  switching  to  in¬ 
terconnect  suppliers,  and  only  $22,107  (0.17 
percent  of  the  loss)  from  individual  line 
(non-KTS)  changes  by  NYTelco  customers. 

12.  The  Augstell  study  is  a  projection  based 
on  four  years  of  data.  Total  markets  for  the 
years  1973-86  were  estimated  by  means  of  a 
simple  extrapolation  of  NYTelco’s  recent 
growth.  Then  the  Interconnect  market  share 
was  projected  by  fitting  a  parabola  to  four 
years  of  data.  As  noted  previously,  it  is  in¬ 
appropriate  to  extrapolate  growth  rates  of 
the  interconnect  companies  market  share, 
which  is  similar  to  what  Augstell  did.  The 
reason  is  that,  since  the  initial  market  per¬ 
centage  is  near  zero,  any  absolute  growth  in 
sales  will  imply  astronomical  growth  rates. 
In  light  of  innovation  and  pricing  responses 
to  competition  by  telephone  carriers  and 
other  business  risks  faced  by  interconnect 
companies  it  is  unrealistic  to  expect  inter¬ 
connect  companies  to  achieve  such  market 
penetration.  Indeed  after  six  years  of  ag¬ 
gressive  marketing,  including  the  introduc¬ 
tion  of  improved  operating  features  and  more 
favorable  price  terms  than  normally  fur- 


Indeed,  between  1969-1975  the  Bell  Sys¬ 
tem  gained  over  $1.3  billion  in  additional 
revenue  from  PBX  and  KT?S  services.  How¬ 
ever,  Interconnect  company  revenues  at  the 
end  of  the  period  were  less  than  10  percent 
of  merely  the  growth  portion  of  Bell  System 
revenue  from  these  services.  Bell  Ex.  No.  20- 
A,  p.  6. 

Supra,  n.  7. 

Augstell  Study,  supra. 


nlshed  by  the  common  carrier  industry, 
NARUC  estimates  the  interconnect  firms  had 
obtained  by  1674  less  than  1  percent  of  Bell’s 
KTS  market  and  less  than  6  percent  of  Bell’s 
PBX  revenue  Augstell’s  results  are  also 
questionable  with  respect  to  KTS.  Augstell’s 
projection  of  a  60  percent  KTS  market  share 
for  the  interconnect  companies  by  1984  (pre¬ 
ceded  by  a  27  percent  KTS  share  forecasted  by 
Augstell  in  1980)  is  unrealistic,  and  also  ap¬ 
pears  to  be  due  to  the  extrapolation  of  a  very 
high  initial  growth  rate  for  Interconnected 
KTS’,  a  rate  due  to  a  low  number  of  inter¬ 
connected  KTS’  in  the  early  years.  As  noted 
above,  this  high  rate  of  growth  cannot  rea¬ 
sonably  be  expected  to  continue.  Accordingly, 
the  Augstell  forecasts  are  without  merit. 

13.  Historical  data  supplied  by  AT&T  re¬ 
garding  Bell  System  and  interconnect  com¬ 
pany  provided  terminal  equipment  Is  found 
in  Bell  Ex.  Nos.  20  and  20-A.  Some  of  this 
data  has  been  set  forth  in  Tables  IV-16 
and  IV-16  above.  ’The  equipment  considered 
is  PBX  (small,  medium,  and  large,  sepa¬ 
rately)  ,  KTS,  modems,  dialers,  answering  sets, 
and  extensions.  For  Bell  System-provided 
equipment  data  is  given  for  1968  through 
1976;  for  non-Bell  PBX  and  KTS  for  the  years 
1969-1976.  Bell  claims  that  in  1976  it  lost 
$97.3  million  in  PBX  revenue  and  $32.9  mil¬ 
lion  in  KTS  revenue  due  to  interconnect  com¬ 
petition  and  that  the  1976  revenue  loss  as 
a  percent  of  total  1976  Bell  System  PBX  and 
KTS  revenue  was  4^64  percent.  Annual  rev¬ 
enue  lost  by  Bell  as  a  percent  of  average  an¬ 
nual  Bell  System  revenue  increase  (1969- 
1975)  was  claimed  to  be  13.7  percent  for 
PBX,  5.4  percent  for  KTS  and  9.9  percent 
combined.  Bell  also  provided  an  extensive 
series  of  forecasts  for  7  categories  of  terminal 
equipment  in  Bell  Ex.  No.  19  prepared  by 
Stanford  Research  Institute  (SRI) .  Forecasts 
from  1976-1984  are  given  for  customer-pro¬ 
vided  PBX  (including  Centrex),  KTS,  data 
terminals,  modems,  automatic  answering  de¬ 
vices,  dialing  devices,  and  mobile  telephone 
equipment.  The  SRI  study  forecasted  1975- 
1984  Average  Annual  Growth  Rates  (AAGR) 
of  10  percent  for  PBX  and  16  percent  for 
KTS.  For  example,  SRI  predicts  interconnect 
company  PBX  industry  sales  will  be  $476  mil¬ 
lion  in  1984  and  that  its  present  levels  of 
sales  is  about  $120  million.  It  forecasted  that 
by  1980  the  interconnect  industry  would  have 
10.5  percent  of  the  PBX  market  and  6.6 
percent  of  the  KTS  market  In  terms  of  tele¬ 
phones. installed  and  that  by  1984  the  PBX 
penetration  would  rise  to  15.6  percent  and 
KTS  penetration  to  11.1  percent. 

14.  Underlying  the  figures  presented  in 
Bell  Ex.  No.  20,  is  the  unsubstantiated  claim 
that  the  growth  in  non-Bell  provided  ter¬ 
minal  equipment  is  necessarily  a  revenue 
loss  to  the  Bell  System.  However,  Bell  rev¬ 
enues  have  been  increasing  in  every  equip¬ 
ment  category  throughout  the  periods  con¬ 
sidered,  e.g.,  between  1974  and  1975  Bell’s 
PBX  annual  revenues  increased  by  approxi¬ 
mately  $200  million,  while  interconnect  com¬ 
pany  PBX  revenues  increased  by  approxi¬ 
mately  $20  million Arguments  can  be 
given  for  increased  or  decreased  Bell  rev¬ 
enues  if  competition  is  eliminated,  depend¬ 
ing  on  whether  competition  serv^  to 
stimulate  demand  or  not.  Above,  however, 
we  find  indications  that  competition  has 
stimulated  overall  terminal  equipment  mar¬ 
ket  demand  to  the  benefit  of  both  telephone 
and  Interconnect  companies. 


=»?  NARUC  Comments,  p.  C-11,  Table  C-3. 
See  also  Table  IV-14  above  and  the  1976 
market  penetration  figures  which  indicate 
insignificant  market  penetration  by  inter¬ 
connect  firms  to  date. 

*»‘Bell  Ex.  No.  20-A,  pp.  3-4.  Supra,  n.  11. 


15.  With  respect  to  Bell’s  Ex.  No.  19  and 
the  SRI  study,  we  find  no  detail  is  pro¬ 
vided  as  to  SRI’s  methodology  or  assmnp- 
tions.  Thus,  we  do  not  know  whether  the 
SRI  intended  its  study  at  its  best  estimate, 
its  minimum  estimate,  or  its  maximum  es¬ 
timate.  It  is  also  impossible  to  determine 
from  SRI’s  results  whether  and  to  what  de¬ 
gree  competition  is  assumed  to  stimulate 
the  market;  that  is,  whether  or  not  growth 
occurs  at  the  expense  of  the  carriers.  As 
noted  above,  in  some  areas,  such  as  the 
market  for  dialing  and  answering  devices, 
the  telephone  company  sales  appear  to  be 
growing  slowly.  While  SRI  projects  growth 
tends  and  market  shares  we  find  Indications 
that  the  expansion  of  those  markets  have  not 
been  at  the  expense  of  the  established  car¬ 
riers.  The  market  for  modems  is  also,  to  a 
great  extent,  an  expansion  of  the  existing 
market.  As  far  as  data  terminals  are  con¬ 
cerned,  SRI  indicates  a  mixed  picture,  with 
printer  types  (teletypes,  etd.)  being  replaced 
by  cathode  ray  and  specialized  units.  Here 
again,  SRI  confirms  our  own  findings  in  this 
docket  and  in  the  Computer  Inquiry,  supra, 
that  the  carriers  appear  to  be  lagging  to 
some  extent  in  the  provision  of  specialized 
devices  to  meet  the  needs  of  their  custom¬ 
ers,  until  stimulated  by  competition.  It  also 
appears  that  the  new  devices  may  be  creating 
a  new  market  in  such  applications  as  point 
of  sale  terminals,  etc. 

16.  NARUC  provided  some  forecasts  of 
market  shares  which  show  extremely  high 
levels  of  interconnect  company  penetration.** 
At  the  outset,  we  note  that  we  were  not 
furnished  with  the  underlying  documenta¬ 
tion  which  makes  a  comprehensive  analysis 
of  the  findings  difficult. 

However,  to  the  extent  possible,  we  report 
and  analyze  the  NARUC  forecasts.  The 
NARUC  report  does  agree  with  certain  of  our 
other  findings,  e.g.,  that  the  interconnect 
company  penetration  into  the  PBX  market 
will  be  greater  than  into  the  KTS  market. 
However,  as  we  have  shown  above,  PBXs, 
particularly  large  PBXs,  are  likely  recipients 
of  subsidy  from  basic  local  telephone  serv¬ 
ice.  Therefore,  a  higher  interconnect  com¬ 
pany  penetration  into  the  PBX  market  could 
serve  to  minimize  any  adverse  effects  from 
interconnect  competition  on  local  exchange 
subscribers.  NARUC  estimates  what  it  terms 
minimum  levels  of  penetration,  which  are 
much  higher  than  those  reported  by  the  Bell 
System  and  certain  others.  Using  the  1674 
FCC  Statistics  of  Communications  Conunon 
Carriers,  we  find  that,  in  general,  for  a  com¬ 
mon  carrier  to  earn  $1  in  revenues  it  must 
invest  $3  in  plant.  We  will  utilize  this  1  to  3 
ratio  to  analyze,  in  part,  the  NARUC  re¬ 
sponse.  NARUC  forecasts  indicate  that  PBX 
interconnect  revenues  are  around  $116  mil¬ 
lion  for  1975.  However,  it  forecasts  that  the 
interconnect  Industry  will  have  sold  enough 
PBX  equipment  by  1984  to  cause  the  Bell 
System  to  lose  $1,265  billion.  NARUC  esti¬ 
mates  $545  million  in  KTS  revenues  will  be 
lost  to  the  Bell  System  companies  in  1984. 
NARUC  bases  its  figures  on  a  20  percent 
minimum  average  compound  annual  growth 
rate  for  PBX  units  in  service  (35  percent  for 
KTS).  We  find  the  growth  rates  and  pro¬ 
jected  market  shares  provided  by  NARUC 
are  unrealistic.  Applying  the  1-3  revenue- 
investment  ratio  to  PBXs,  the  interconnect 
companies  must  sell  $3.8  billion  in  PBXs  by 
1984  to  generate  the  $1,265  billion  in  rev¬ 
enues  which  could  allegedly  be  lost  to  BelL 
In  the  case  of  KTS’,  the  interconnect  com¬ 
panies  would  have  to  sell  approximately  $1.8 
billion  in  KTS’  by  1984  to  generate  the  $545 


NARUC  Comments,  NARUC  Report  After 
Investigation,  May  16, 1974. 
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million  in  revenues  which  could  allegedly  be 
lost  to  Bell.  In  contrast,  SRI’s  more  reason¬ 
able  esthmktes  Indicate  that  Interconnect  In¬ 
dustry  PBX  sales  will  be  <mly  $476  million  by 
1984,  and  that  present  Interconnect  com¬ 
pany  PBX  sales  levels  are  only  about  $120 
million.***  As  noted  above,  the  Interconnect 
industry  could  have  some  difficulty  In  obtain¬ 
ing  essential  capital  for  such  rapid  market 
expansion.  Moreover,  It  appears  that  the 
NARUC  figures  do  not  take  into  account  fully 
the  market  stimulation  caused  by  Intercon¬ 
nect  competition  and  the  effect  of  telephone 
company  Innovation  and  pricing  responses  to 
competition.  Indeed,  NARUC  Indicates  else¬ 
where  that  once  telephone  companies  “^ape 
up”  due  to  the  pressure  of  competition  there 
will  be  no  business  left  for  Interconnect 
.suppliers.™  Accordingly,  the  NARUC  fore¬ 
casts  are  without  merit. 

17.  USrrA  submitted  an  Impact  study  of 
interconnect  competitloa  for  PBX,  KTS,  and 
business  and  residential  extensions  with  re¬ 
spect  to  Independent  telephone  companiee 
as  part  of  Its  contribution  analysis,  which 
has  been  considered  In  detail  elsewhere 
herein.  SAI  furnished  that  Interconnect  mar¬ 
ket  penetration  would  focus  on  user  organi¬ 
zations  such  as  hospitals,  hotels,  motels  and 
educational  institutions,  which  rarely  change 
location  and  have  relatively  stable  arrange¬ 
ments  of  terminal  Installations  within  their 
facilities.  SAI  estimates  typical  Interconnect 
market  penetration  as  2  percent  but  in  hotels, 
motels,  and  educational  institutions  as  over 
15  i>ercent.  SAI  estimates  the  Interconnect 
average  annual  growth  rate  as  11  percent  for 
residence  extension,  7  percent  for  business 
extension,  5  percent  for  PBX  and  5  percent 
for  KTS  diuing  the  1975-1984  period.  SAI 
forecasts  the  1985  Interconnect  company 
market  share  (its  base  case  estimate)  as  25 
percent  for  PBX,  16  percent  for  ICTS,  35  per¬ 
cent  for  business  extension  and  25  percent 
for  residence  extension. 

18.  SAI’s  projected  terminal  equljHnent 
market  shares  are  purportedly  based  on  “ex¬ 
pert  c^inion  obtained  through  an  informal 
SAI  survey”.  T+E  finds,  and  we  agree,  that  an 
“Informal  survey”  is  leas  than  a  fully  ade¬ 
quate  basis  upon  which  to  base  decadal  forcK 
casts  of  market  penetration  and  revenue  and 
contribution  losses,  particularly  since  SAI 
provides  no  details  of  the  distribution  of  ter¬ 
minal  share  estimates  it  gathered  in  the  sur¬ 
vey.  T+E  notes  that  we  do  not  know  If  the 
values  used  in  the  study  represent  the  mean 
e.stimates  nor  do  we  know  how  large  the 
variance  was  around  the  mean.  Also.  T+E 
finds  that  there  is  another  critical  assump¬ 
tion  implicitly  made,  though  not  stated,  in 
the  SAI  analysis,  l.e.,  that  the  rate  of  growth 

Bell  Ex.  No.  19,  SRI  Study,  p.  7.  Table  1. 
Based  on  the  limited  number  of  data  points 
used  to  project  the  revenues  and  sales,  we 
believe  both  SRI  and  NARUC  estimates  are 
of  questionable  validity. 

Supra,  n.  2. 


of  the  total  terminal  equipment  market  fac¬ 
ing  the  independent  telephone  industry  is 
unaffected  by  rate  of  market  growth  and/or 
the  extent  of  interconnection.***  This  reflects 
the  assertion  made  by  SAI  that  the  inde¬ 
pendents  rely  primarily  on  the  same  ter¬ 
minal  equipment  suppliers  as  the  intercon¬ 
nect  company  distributors  themselves.  Then, 
once  terminal  equipment  manufacturers  in¬ 
troduce  innovations,  their  diffusion  within 
the  Interconnect  company  does  not  depend 
on  the  extent  of  interconnection.  No  evidence 
is  presented  to  support  the  SAI  assertion. 
Equally  Important  is  the  fact  that  if  inter¬ 
connection  is  forbidden  or  severly  limited 
outside  the  independents  (Le.,  for  Bell  af¬ 
filiated  companiee),  there  may  be  a  decline 
in  the  rate  of  Innovation  in  terminal  equip¬ 
ment  by  Independent  manufacturers.  Finally, 
SAI  points  out  that  raticcdly  intergrated 
(distribut<Ha/manufacturers)  interconnect 
companies,  such  as  RCA,  are  becoming  more 
Important.  In  this  case,  contrary  to  the  SAI 
assertion,  the  rate  of  innovation,  and  hence 
the  market  growth  rate,  may  again  depend 
on  the  extent  of  interconnection  within  the 
independent  telephone  Industry.  In  any 
event,  T+E  finds  that  much  more  substan¬ 
tiation  of  the  assertion  that  the  independ¬ 
ents  purchase  terminal  equipment  from  the 
same  suppliers  as  the  Interconnect  distribu¬ 
tors  is  needed. 

19.  Although  some  of  SAI's  growth  rates  ap¬ 
pear  plausible  at  first  glance,  it  is  not  possi¬ 
ble,  absent  underlying  documentation,  to  de¬ 
termine  the  reasonableness  of  SAI’s  assump¬ 
tions  regarding  competitive  pricing  responses 
by  telephone  carriers  which  utilized,  in  part, 
in  arriving  at  such  growth  rates  Finally,  by 
assuming  that  terminal  equipment  market 
growth  is  exogenous,  SAI  as  did  Augstell, 
makes  interconnect  comi>etltlon  a  “zero-sum 
game,”  i.e.,  absolute  revenue  gains  of  inter¬ 
connect  companies  imply  an  absolute  revenue 
decline  of  Independent  telephone  company 
vertical  service  net  revenues.***  Accordingly, 
we  cannot  accept  the  SAI  market  penetra- 
tl<Mi  forec^ts. 

20.  CBEMA  on  page  63  of  its  Comments 
refers  to  the  NARUC  Report  for  its  predic¬ 
tions  on  the  future  of  the  PBX  and  KTS 
markets.  Quoting  NARUC,  CBEffdA  predicts 
that  the  common  carriers  would  obtain  up 
to  61  percent  of  the  $2  billion  increase  in 
PBX  equipment,  and  up  to  85  percent  of  the 

***In  particular,  SAI's  view  is  that  the  only 
vertical  service  category  open  to  growth- 
stimulating  innovation  is  residential  exten¬ 
sions  and  that  PBX,  KTS  and  business  ex¬ 
tensions  are  not  open  to  growth  stimulation. 
Ihis  view  is  contrary  to  our  market  stimula¬ 
tion  findings  above.  See  T+E  Reviews  to  Addi¬ 
tional  Submissions,  May  25,  1976,  pp.  3-21, 
which  win  be  made  available  at  a  later  date, 
for  a  thorough  discussion  of  this  and  other 
difficulties  with  the  SAI  Study. 

***  Assuming,  of  course,  that  vertical  service 
rates  are  compensatory. 


$2.3  billion  increase  in  KTS.  Mention  of  the 
time  period  to  which  these  numbers  refer 
and  bow  they  were  obtained  is  omitted. 
CBEMA  claims  that  the  telephone  common 
carrier  will  enjoy  a  net  revenue  increase  due 
to  the  expansion  of  the  market.  A  large  part 
of  that  expansion  is  alleged  to  come  from  in¬ 
terconnect  competition.  We  note  that  the 
NARUC  projections  of  common  carrier  mar¬ 
ket  shares  relied  upon  by  CBEMA  are  maxima 
(“up  to”  85  percent)  not  conservative  e.s¬ 
timates  and  that  these  projections  are  un¬ 
substantiated  by  NARU.  Cyrp  did  not  pro¬ 
vide  any  data  or  forecasts  itself,  but  did  cri¬ 
ticize  those  of  NARUC  and  AugsteU.  It  stated 
that  while  both  reports  maike  projections  to 
1984,  they  use  data  from  the  four-year  pe¬ 
riod  1970-1973  to  extrapolate  11  years  into 
the  future.  OTP  notes,  correctly  in  our  view, 
that  to  assume  that  previously  observed  in¬ 
terconnect  growth  rates  will  continue  beyond 
or  even  up  to  1980  is  hlghlj  questionable. 
OTP  also  states  currently  in  our  view,  that 
the  forecasts  to  1984  also  seem  to  ignore  the 
technological  and  marketing  innovations  that 
are  taking  place  in  the  indtistry. 

21.  In  summary.  In  Table  IV-14  above,  we 
present  forecasts  of  the  PBX  and  KTS  nmr- 
kets  in  1975,  1980,  and  1984.  Assuming  ar¬ 
guendo  the  validity  of  the  forecasts  pre¬ 
sented.  they  point  to  insignificant  market 
penetration  to  date,  perhaps  5  percent  as  a 
maximum,  and  to  a  potential  Interconnect 
company  market  share  of  well  under  20  per¬ 
cent  by  1984.“* 

As  noted  above,  however,  we  find  that  in¬ 
dications  are  that  much  of  the  interconnect 
market  may  be  an  addition  to  the  telephone 
carriers’  markets,  so  that  even  if  the  tele¬ 
phone  carriers  may  have  80  percent  of  tlie 
total  market  by  1984,  which  we  believe  is  a 
conservative  estimate,  they  will  have  a  much 
higher  dollar  share  of  the  market  than  they 
would  have  had  absent  interconnect  com¬ 
petition.  We  note  again,  however,  that  the 
market  penetration  forecasts  shown  for  the 
interconnect  companies  are  without  merit. 
In  the  further  stages  of  this  Inquiry,  we 
expect  parties  to  provide  realistic  estimates 
of  markets  and  market  share  penetrations 
which  take  into  account  likely  innovative, 
technological  and  pricing  responses  by  tele¬ 
phone  carriers  and  market  stimulation 
caused  by  interconnect  competition.  As 
noted  above,  we  expect  such  filings  to  ex¬ 
amine  in  greater  detail  the  main  station  and 
residential  and  business  extension  markets. 
We  also  solicit  the  views,  studies,  etc.  of  in¬ 
terconnect  firms  (both  Independent  manu¬ 
facturers  ot  interconnect  equipment  and  in¬ 
terconnect  distributors)  since  their  partici¬ 
pation  in  this  inquiry  has  been  minimal  to 
date. 

[FR  r)oc.76-32223  PUed  ll-5-76;8:45  am] 


=*‘As  noted  above.  Frost  and  Sullivan  in¬ 
dicated  that  by  the  1980’s  it  is  likely  the 
PBX  market  will  be  totally  reacquired  by  the 
telephone  companies  and  NARUC  appears  to 
agree.  Supra,  n.  2. 
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